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FOREWORD

The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of
Certified Public Accountants and is used by the examining boards of all fifty states of the United States,
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance
of CPA certificates. This booklet contains the questions and unofficial answers of the May 1986 Uniform
Certified Public Accountant Examination.

Although the questions and unofficial answers may be used for many purposes, the principal reason
for their publication is to aid candidates in preparing for the examination. Candidates are also
encouraged to read Information fo r CPA Candidates, which describes the content, grading, and other
administrative aspects of the Uniform CPA Examination.

The unofficial answers were prepared by the staff of the examinations division and reviewed by the
Board of Examiners but are not purported to be official positions of the American Institute of Certified
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned
by the Board of Examiners for grading purposes.

George R. Dick, Vice President — Review & Regulation
American Institute of Certified Public Accountants

May 1986
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EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 7, 1986; 1:30 to 6:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum Maximum

1 ..........................
2 ..........................
3 ..........................
4 ..........................
5 ..........................

10
10
10
10
10

45
45
45
45
40

55
55
55
55
50

T o ta l..................

50

220

270

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

2.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.

3.

schedules, entries, worksheets, or other answers, to
show how your final answer was derived. Computa
tion sheets should identify the question to which
they relate, be placed immediately following the
answer to that question, and be numbered in
sequence with the other pages. Failure to enclose
supporting calculations may result in loss of grading
points because it may be impossible to determine
how your amounts were computed.

Support all problem-type answers with properly
labeled and legible calculations that can be
identified as sources of amounts in formal

4.

For Question Number 5 be sure to include the
completed tear-out worksheet in the proper
sequence with other answer sheets.

5.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language may
be considered by the examiners.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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Examination Questions — M ay 1986
2.
On its December 3 1 , 1984, balance sheet, Fay Com
pany appropriately reported a $2,000 credit balance in its
Allowance to Reduce Temporary Investments to Lower
of Cost or Market. There was no change during 1985 in
the composition of Fay’s portfolio of marketable equity
securities held as a temporary investment. Pertinent data
are as follows:

Instructions
Questions Number 1,2, and 3 each consist of 20 multiple
choice items. Select the best answer for each of the items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers for each question.
The following is an example of the manner in which
the answer sheet should be marked:

Security
A
B
C

hem
97. Gross billings for merchandise sold by Baker Com
pany to its customers last year amounted to $5,260,000;
sales returns and allowances reduced the amounts owed
by $160,000. How much were net sales last year for Baker
Company?
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

Market value
at 12/31/85
$ 63,000
40,000
78,500
$181,500

Cost
$ 60,000
45,000
80,000
$185,000

What amount of loss on these securities should be
included in Fay’s income statement for the year ended
December 31, 1985?
a. $0
b. $1,500
c. $3,500
d. $4,500

Answer Sheet

3.
Neal Company held the following marketable
securities as long-term investments at December 3 1 , 1985:

97.
Cost

Number 1 (Estimated tim e ----- 45 to 55 minutes)
10,000 shares of Company A
nonredeemable preferred
stock, par value $75

Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Items to be Answered

7,000 shares of Company B
preferred stock, par value
$100, subject to mandatory
redemption by the issuer at
par on 12/31/90

1. Orr Company had the following bank reconciliation
at March 31, 1986:
Balance per bank statement, 3/31/86
Add: Deposit in transit
Less: Outstanding checks
Balance per books, 3/31/86

$46,500
10,300
56,800
12,600
$44,200

$ 775,000 $ 825,000

690,000
625,000
$1,465,000 $1,450,000

In Neal’s December 31, 1985, balance sheet, marketable
securities should be reported at
a. $1,400,000
b. $1,450,000
c. $1,465,000
d. $1,475,000

Data per bank statement for the month of April 1986
follow:
Deposits
Disbursements

Market
value

$58,400
49,700

4.
Dean Sportswear, Inc., regularly buys sweaters from
Mill Company and is allowed a trade discount of 30%
from the list price. Dean made a purchase on March 20,
1986, and received an invoice with a list price of $6,000,
a freight charge of $150, and payment terms of net 30
days. Dean should record the purchase at
a. $4,200
b. $4,350
c. $6,000
d. $6,150

All reconciliation items at March 31, 1986, cleared
through the bank in April. Outstanding checks at April
30, 1986, totaled $7,500. What is the amount of cash
disbursements per books in April?
a. $44,600
b. $49,700
c. $54,800
d. $57,200
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9.
Cobb, Inc., has current receivables from affiliated
companies at December 31, 1985, as follows:

5.
On January 1 , 1985, Dell Company paid $1,800,000
for 50,000 shares of Case Company’s common stock which
represents a 25% investment in the net assets of Case. Dell
has the ability to exercise significant influence over Case.
Dell received a dividend of $3.50 per share from Case in
1985. Case reported net income of $960,000 for the year
ended December 31, 1985. In its December 31, 1985,
balance sheet, Dell should report the investment in Case
Company at
a. $2,215,000
b. $2,040,000
c. $1,865,000
d. $1,800,000

A $75,000 cash advance to Hill Corporation. Cobb
owns 30% of the voting stock of Hill and accounts
for the investment by the equity method.

•

A receivable of $260,000 from Vick Corporation for
administrative and selling services. Vick is 100%
owned by Cobb and is included in Cobb’s con
solidated financial statements.

•

A receivable of $200,000 from Ward Corporation
for merchandise sales on credit. Ward is a 90%
owned, unconsolidated subsidiary of Cobb.

In the current assets section of its December 31, 1985,
consolidated balance sheet, Cobb should report accounts
receivable from investees in the total amount of
a. $180,000
b. $255,000
c. $275,000
d. $535,000

Items 6 and 7 are based on the following data:
Rex Company had the following information relating
to its accounts receivable at December 31, 1984, and for
the year ended December 31, 1985:
Accounts receivable at 12/31/84
Allowance for doubtful accounts
at 12/31/84
Credit sales for 1985
Collections from customers for 1985
Accounts written off 9/30/85
Estimated uncollectible receivables per
aging of receivables at 12/31/85

•

$1,200,000
60,000
5,300,000
4,650,000
75,000

10. Frey Company recorded the following data pertain
ing to raw material Y during January 1986:

Date
1/ 1/86
Inventory
1/ 8/86
Issue

110,000

6. At December 31, 1985, Rex’s allowance for doubt
ful accounts should be
a. $135,000
b. $125,000
c. $110,000
d. $ 95,000

1/ 20/86
Purchase

Received

Units
Cost
Issued

800

$2.00

400
1,200

$2.40

On hand

400
1,600

The moving-average unit cost of Y inventory at January
31, 1986, is
a. $2.20
b. $2.24
c. $2.30
d. $2.40

7. At December 31, 1985, Rex’s accounts receivable,
before the allowance for doubtful accounts, should be
a. $1,850,000
b. $1,835,000
c. $1,815,000
d. $1,775,000

11. On December 31, 1985, Wall Company signed an
agreement to operate as a franchisee of Fast Food, Inc.,
for an initial franchise fee of $80,000. Of this amount,
$30,000 was paid when the agreement was signed and the
balance is payable in five annual payments of $10,000each
beginning December 31, 1986. The present value o f the
five payments, at an appropriate rate of interest, is $36,000
at December 31, 1985. The agreement provides that the
down payment is not refundable and no future services
are required of the franchisor. Wall should report the fran
chise in its December 31, 1985, balance sheet at
a. $80,000
b. $66,000
c. $30,000
d. $0

8.
For the year ended December 3 1 , 1985, Rapp, Inc.,
reported royalty income of $450,000 in its income state
ment. Royalties received, reported as taxable income,
amounted to $700,000 for 1985. Also in 1985, Rapp paid
$175,000 of premiums on officers’ life insurance, on which
Rapp is the beneficiary. Rapp’s income tax rate is 40%
for 1985. By what amount would the asset, deferred in
come tax, account increase for 1985?
a. $100,000
b. $150,000
c. $170,000
d. $255,000
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15. On January 2, 1983, Wayne, Inc., signed an eightyear lease for office space. Wayne has the option to renew
the lease for an additional four-year period on or before
January 2, 1990. During January 1985, two years after
occupying the leased premises, Wayne made general im
provements to the premises costing $360,000 and having
an estimated useful life of ten years. At December 3 1 , 1985,
Wayne’s intentions as to exercise of the renewal option
are uncertain because they depend upon future office space
requirements. A full year’s amortization expense is taken
for calendar year 1985. Wayne should record amortiza
tion of leasehold improvements for 1985 at
a. $30,000
b. $36,000
c. $45,000
d. $60,000

12. On December 3 1 , 1984, Jason Company adopted the
dollar value LIFO retail inventory method. Inventory data
for 1985 are as follows:

Inventory, 12/31/84
Inventory, 12/31/85
Increase in price level
for 1985
Cost to retail ratio
for 1985

LIFO cost
$360,000
?

Retail
$500,000
660,000
10%
70%

Under the LIFO retail method, Jason’s inventory at
December 31, 1985, should be
a. $437,000
b. $462,000
c. $472,000
d. $483,200

16. During 1985 King Company made the following ex
penditures relating to its plant building:

13. On March 1 , 1985, Lake Company purchased a tract
of land as a factory site for $350,000. An existing building
on the property was razed and construction was begun
on a new factory building in April 1985. Additional data
are available as follows:

Continuing and frequent repairs
Repainted the plant building
Major improvements to the electrical
wiring system
Partial replacement of roof tiles

Cost of razing old building
Title insurance and legal fees to
purchase land
Architect’s fees
New building construction cost

How much should be charged to repair and maintenance
expense in 1985?
a. $96,000
b. $82,000
c. $64,000
d. $54,000

$

50,000
25,000
85,000
1,750,000

The capitalized cost of the completed factory building
should be
a. $1,800,000
b. $1,835,000
c. $1,860,000
d. $1,885,000

10,000

32,000
14,000

17. On January 1, 1982, Green Company purchased a
machine for $800,000 and established an annual deprecia
tion charge of $100,000 over an eight-year life. During
1985, after issuance of the 1984 financial statements, Green
concluded that: (1) the machine suffered permanent im
pairment of its operational value, and (2) $200,000 is a
reasonable estimate of the amount expected to be
recovered through use of the machine for the period
January 1, 1985, to December 31, 1989. In Green’s
December 3 1 , 1985, balance sheet, the machine should be
reported at a carrying amount of
a. $0
b. $100,000
c. $160,000
d. $400,000

14. Under Hart Company’s accounting system, all in
surance premiums paid are debited to prepaid insurance.
For interim financial reports, Hart makes monthly
estimated charges to insurance expense with credits to
prepaid insurance. Additional information for the year
ended December 31, 1985, is as follows:
Prepaid insurance at December 31, 1984
Charges to insurance expense during 1985
(including a year-end adjustment
of $35,000)
Unexpired insurance premiums at
December 31, 1985

$40,000

$210,000
875,000

18. On January 1, 1981, Vick Company purchased a
trademark for $400,000, having an estimated useful life
of 16 years. In January 1985, Vick paid $60,000 for legal
fees in a successful defense of the trademark. Trademark
amortization expense for the year ended December 31,
1985, should be
a. $0
b. $25,000
c. $28,750
d. $30,000

245,000

What was the total amount of insurance premiums paid
by Hart during 1985?
a. $910,000
b. $875,000
c. $840,000
d. $665,000
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22. The balance in Ott Company’s accounts payable
account at December 31, 1985, was $1,100,000 before
considering the following information:

19. On September 10, 1985, Landy Company incurred
the following costs for one of its printing presses:
Purchase of stapling attachment
Installation of attachment
Replacement parts for renovation
of press
Labor and overhead in connection
with renovation of press

$45,000
10,000

•

On December 2 7 , 1985, a vendor authorized Ott to
return, for full credit, goods shipped and billed at
$35,(X)0 on December 2, 1985. The returned goods
were shipped by Ott on December 27, 1985. A
$35,000 credit memo was received and recorded by
Ott on January 6, 1986.

14,000

What amount should Ott report as accounts payable in
its December 31, 1985, balance sheet?
a. $1,065,000
b. $1,085,000
c. $1,115,000
d. $1,120,000

20. East Company leased a new machine from North
Company on May 1, 1986, under a lease with the follow
ing information:
10 years

23. Dix Company operates a retail store and must deter
mine the proper December 3 1 , 1985, year-end accrual for
the following expenses:

$40,000
12 years
14%
5.95
0.27

East has the option to purchase the machine on May 1,
1996, by paying $50,000, which approximates the expected
fair value of the machine on the option exercise date.
On May 1, 1986, East should record a capitalized leased
asset of
a. $251,500
b. $238,000
c. $224,500
d. $198,000
Number 2 (Estimated time

Goods shipped F.O.B. shipping point on December
2 0 , 1985, from a vendor to Ott were lost in transit.
The invoice cost of $20,000 was not recorded by Ott.
On January 6 , 1986, Ott filed a $20,000 claim against
the common carrier.

30,000

Neither the attachment nor the renovation increased the
estimated useful life of the press. However, the renova
tion resulted in significantly increased productivity. What
amount of the costs should be capitalized?
a. $0
b. $44,000
c. $55,000
d. $99,000

Lease term
Annual rental payable at
beginning of each lease year
Useful life of machine
Implicit interest rate
Present value of an annuity of 1
in advance for 10 periods at 14%
Present value of 1 for 10 periods at 14%

•

•

The store lease calls for fixed rent of $1,200 per
month, payable at the beginning of the month, and
additional rent equal to 6% of net sales over $250,000
per calendar year, payable on January 31 of the
following year. Net sales for 1985 are $450,000.

•

An electric bill of $850 covering the period 12/16/85
through 1/15/86 was received January 22, 1986.

•

A $400 telephone bill was received January 7 , 1986,
covering:
Service in advance for January 1986
Local and toll calls for December 1985

45 to 55 minutes)

$150
250

In its December 31, 1985, balance sheet, Dix should
report accrued liabilities of
a. $15,075
b. $13,100
c. $12,825
d. $12,675

Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Items to be Answered
21. Day, Inc., leased a machine for a period of eight
years, contracting to pay $100,000 at inception of the lease
term on December 31, 1984, and $100,000 annually on
December 31 of the next seven years. The present value
of the eight rent payments over the lease term, appro
priately discounted at 10%, was $587,000. In its December
3 1 , 1985, balance sheet, Day should report a liability under
capital lease of
a. $600,000
b. $545,700
c. $438,300
d. $435,700

24. On April 1, 1986, Bell, Inc., issued at 97 plus
accrued interest, 200of its 10%, $1,000 bonds. The bonds
are dated January 1 , 1986, and mature on January 1 , 1996.
Interest is payable semiannually on January 1 and July
1. From the bond issuance Bell would receive net cash of
a. $199,000
b. $196,500
c. $194,000
d. $189,000
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28. Mill Company began operations on January 1 , 1983,
and recognizes income from construction-type contracts
under the percentage-of-completion method for financial
reporting. However, on its income tax returns, Mill reports
revenues under the completed-contract method. Informa
tion concerning income recognition under each method
is as follows:

25. The books of Apex, Inc., for the year ended
December 31, 1985, showed income of $720,000 before
provision for income tax. In computing the taxable in
come for federal income tax purposes, the following dif
ferences were taken into account:
Depreciation deducted for tax purposes
in excess of depreciation recorded on
the books
Income from installment sale reportable
for tax purposes in excess of income
recognized on the books

$32,000
Year
1983
1984
1985

24,000

Assuming a corporate income tax rate of 40%, what
should Apex record as its current federal income tax liabil
ity at December 31, 1985?
a. $291,200
b. $288,000
c. $284,800
d. $275,200

1983
1984
1985

$ 45,000
125,000
143,000

$

0
375,000
850,000

29. Dunn Trading Stamp Company records stamp ser
vice revenue and provides for the cost of redemptions in
the year stamps are sold to licensees. Dunn’s past ex
perience indicates that only 80% of the stamps sold to
licensees will be redeemed. Dunn’s liability for stamp
redemptions was $12,000,000 at December 31, 1984.
Additional information for 1985 is as follows:

Containers held by customers at
December 31, 1984, from
deliveries in:
$ 75,000
215,000

Completed
contract

For all years, assume the income tax rate is 40% and there
are no other timing differences. In its December 3 1 , 1985,
balance sheet, Mill should report deferred income taxes of
a. $0
b. $220,000
c. $260,000
d. $330,000

26. Farr Company sells its products in reusable, expen
sive containers. The customer is charged a deposit for each
container delivered and receives a refund for each con
tainer returned within two years after the year of delivery.
Farr accounts for the containers not returned within the
time limit as being retired by sale at the deposit amount.
Information for 1985 is as follows:

1983
1984
Containers delivered in 1985
Containers returned in 1985
from deliveries in:

Percentage o f
completion
$400,000
625,000
750,000

Stamp service revenue from stamps
sold to licensees
Cost of redemptions (stamps
sold prior to 1/1/85)
$290,000
390,000

$8,000,000
5,500,000

If all the stamps sold in 1985 were presented for redemp
tion in 1986, the redemption cost would be $4,500,000.
What amount should Dunn report as a liability for stamp
redemptions at December 31, 1985?
a. $ 6,500,000
b. $10,100,000
c. $11,000,000
d. $14,500,000

313,000

What amount should Farr report as a liability for
returnable containers at December 31, 1985?
a. $247,000
b. $322,000
c. $337,000
d. $367,000

30. Marr Construction Company has consistently used
the percentage-of-completion method. On January 10,
1984, Marr began work on a $6,000,000 construction con
tract. At the inception date, the estimated cost of construc
tion was $4,500,000. The following data relate to the pro
gress of the contract:

27. During 1985 Kew Company, a service organization,
had $200,000 in cash sales and $3,000,000 in credit sales.
The accounts receivable balances were $400,000 and
$485,000 at December 31, 1984 and 1985, respectively. If
Kew desires to prepare a cash basis income statement, how
much should be reported as sales for 1985 on a cash basis?
a. $3,285,000
b. $3,200,000
c. $3,115,000
d. $2,915,000

Income recognized at 12/31/84
Cost incurred 1/10/84 through 12/31/85
Estimated cost to complete at 12/31/85

$ 600,000
3,600,000
1,200,000

How much income should Marr recognize for the year
ended December 31, 1985?
a. $300,000
b. $525,000
c. $600,000
d. $900,000
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35. On January 1, 1985, Bart Company acquired as a
long-term investment for $700,000, a 20% common stock
interest in Hall Company when the fair value o f Hall*s
net assets was $3,500,000. Bart can exercise significant
influence over operating and financial policies o f Hall.
For the year ended December 31, 1985, Hall reported net
income of $360,000, declared, and paid cash dividends
of $100,000. How much investment income from this in
vestment should Bart report for 1985?
a. $92,000
b. $72,000
c. $52,000
d. $20,000

31. On December 31, 1985, Cey, Inc., had outstanding
10% , $1,000,000 face amount convertible bonds matur
ing on December 3 1 , 1990. Interest is payable on June 30
and December 31. Each $1,000 bond is convertible into
50 shares of Cey’s $10 par common stock. On December
31, 1985, the unamortized balance in the premium on
bonds payable account was $60,000. On December 31,
1985,400 bonds were converted when Cey’s common stock
had a market price of $24 per share. Using the book value
method, Cey’s entry to record the conversion should in
clude a credit to additional paid-in capital of
a. $176,000
b. $224,000
c. $260,000
d. $280,000

36. On November 1, 1985, Yost Corporation issued
shares of its voting common stock in exchange for all of
the voting common stock of Zeno, Inc., in a business
combination appropriately accounted for by the pooling
of interests method. The separate net income for each
company was as follows:

32. On November 3 0 , 1985, North Company consigned
30 freezers to West Company for sale at $800 each and
paid $600 in transportation costs. An account sales was
received on December 30, 1985, from West reporting the
sale of 10 freezers, together with a remittance of the $6,800
balance due. The remittance was net of the agreed 15%
commission. How much, and in what month, should
North recognize as consignment sales revenue?

a.
b.
c.
d.

November 1985
$0
$0
$23,400
$24,000

12 months ended 12/31/85
2 months ended 12/31/85

December 1985
$8,000
$7,800
$0
$0

Yost
$1,500,000
165,000

Ze no
$900,000
150,000

During September Zeno paid $450,000 in dividends to its
stockholders. For the year ended December 3 1 , 1985, the
consolidated net income should be
a. $ 315,000
b. $1,650,000
c. $1,950,000
d. $2,400,000

33. On December 31, 1984, Gill Company sold a plant
facility to Cox, Inc., for $2,100,000, when the plant had
a carrying amount of $ 1,400,000. Cox paid $300,000 cash
o n December 31, 1984, and signed a $1,800,000 note bear
ing interest at 10%, payable in six annual installments of
$300,000. Gill appropriately accounts for the sale under
the installment method. On December 3 1 , 1985, Cox paid
$300,000 principal and $180,000 interest. For the year
ended December 31, 1985, what total amount of income
should Gill recognize from the plant sale and financing?
a. $0
b. $100,000
c. $180,000
d. $280,000

37. Wolf Company issued 1,000 of its $1,000 face
amount, 20-year bonds on June 3 0 , 1985, for $1,020,000.
Each bond carries five detachable stock purchase warrants,
each of which entitles the holder to purchase for $60 one
share of W olf’s common stock. On June 30, 1985, the
market prices were $50 per share of Wolf’s common stock
and $5 per warrant. In its June 30, 1985, balance sheet,
at what amount should Wolf report the carrying amount
of the bonds?
a. $ 995,000
b. $1,000,000
c. $1,020,000
d. $1,045,000

34. On January 1 , 1985, Elia Company sold a building,
which had a carrying amount of $350,000, receiving a
$125,000 down payment and, as additional consideration,
a $400,000 noninterest bearing note due on January 1,
1988. There was no established exchange price for the
building, and the note had no ready market. The prevail
ing rate of interest for a note of this type at January 1,
1985, was 10%. The present value of 1 at 10% for three
periods is 0.75. What amount of interest income should
be included in Elia’s 1985 income statement?
a. $0
b. $30,000
c. $35,000
d. $40,000

38. Rice Company owns 300 shares of Wood Corpora
tion common stock acquired on July 24, 1984, at a total
cost of $11,000. On December 2, 1985, Rice received 300
stock rights from Wood. Each right entitles the holder to
acquire one share of stock for $45. The market price of
W ood’s stock on this date, ex-rights, was $50 and the
market price of each right was $5. Rice sold its rights the
same date for $5 a right less a $90 commission. The gain
from the sale of the rights should be reported by Rice at
a. $1,500
b. $1,410
c. $ 500
d. $ 410
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42. Clay Company borrows money under various loan
agreements involving notes discounted and notes requir
ing interest payments at maturity. During the year ended
December 31, 1985, Clay paid interest totaling $100,000.
Clay’s December 31 balance sheets included the follow
ing information:

39. H uff Company acquired 2,000 shares of Post, Inc.,
common stock on October 5, 1983, at a cost of $44,000.
On April 10, 1985, Post distributed a 10% common stock
dividend when the market price of the stock was $30 per
share. On December 20, 1985, Huff sold 200 shares of
its Post stock for $6,400. For the year ended December
31, 1985, how much should H uff report as dividend
income and gain on sale?

a.
b.
c.
d.

Dividend income
$0
$0
$6,000
$6,000

Prepaid interest
Interest payable

Gain on sale
$2,400
$6,400
$ 400
$2,400

a.
b.
c.
d.

43. On December 1, 1985, Kent Company leased office
space for five years at a monthly rental of $30,000. On
the same date Kent paid the lessor the following amounts:
First m onth’s rent
$ 30,000
Last month’s rent
30,000
Security deposit (refundable at lease expiration) 40,000
Installation of new walls and offices
180,000

Expense
$0
$0
$55,000
$55,000

Kent’s 1985 expense relating to utilization of the office
space should be
a. $30,000
b. $33,000
c. $60,000
d. $70,000

Number 3 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to a variety of financial accounting problems.

44. Glen Company has the following data pertaining to
the year ended December 31, 1985:

Items to be Answered

Purchases
Beginning inventory
Ending inventory
Freight-in
Freight-out

41. Colt, Inc., is indebted to Kent under an $800,000,
10%, four-year note dated December 31, 1982. Annual
interest of $80,000 was paid on December 31, 1983 and
1984. During 1985 Colt experienced financial difficulties
and is likely to default unless concessions are made. On
December 31, 1985, Kent agreed to restructure the debt
as follows:
•

Interest of $80,000 for 1985, due December 3 1 , 1985,
was made payable December 31, 1986.

•

Interest for 1986 was waived.

•

The principal amount was reduced to $700,000.

1985
$18,000
53,500

How much interest expense should Clay report for 1985?
a. $ 86,000
b. $ 97,000
c. $103,000
d. $114,000

40. Kay Company, a lessor of office machines, purchas
ed a new machine for $600,000 on January 1 , 1985, which
was leased the same day to Lee. The machine will be
depreciated $55,000 per year. The lease is for a four-year
period expiring January 1 , 1989, and provides for annual
rental payments of $100,000 beginning January 1, 1985.
Additionally, Lee paid $64,000 to Kay as a lease bonus.
In its 1985 income statement, what amount of revenue and
expense should Kay report on this leased asset?
Revenue
$100,000
$116,000
$116,000
$164,000

1984
$23,500
45,000

$450,000
170,000
210,000

50,000
75,000

How much is the cost of goods sold for 1985?
a. $385,000
b. $460,000
c. $485,000
d. $540,000
45. Burg Company provides an incentive compensation
plan granting its president a bonus equal to 10% of
Burg’s income in excess of $220,000 after the bonus but
before income tax. In 1985 Burg’s income before bonus
and income tax was $550,000. The amount of the bonus
for 1985 would be
a. $50,000
b. $36,300
c. $33,000
d. $30,000

Assuming an income tax rate of 40%, how much should
Colt report as extraordinary gain in its income statement
for the year ended December 31, 1985?
a. $0
b. $ 60,000
c. $100,000
d. $108,000
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46. Ward Company incurred research and development
costs in 1985 as follows:
Equipment acquired for use in various
research and development projects
Depreciation on the above equipment
Materials used
Compensation costs of personnel
Outside consulting fees
Indirect costs appropriately allocated

Items 49 and 50 are based on the following data:
Kemp Corporation’s income statement for the year
ended December 31, 1985, shows pretax income of
$500,000. The following items are treated differently on
the tax return and on the accounting records:

$975,000
135,000
200,000
500,000
150,000
250,000

Rent income
Depreciation expense
Premiums on officers’
life insurance

The total research and development costs charged in
W ard’s 1985 income statement should be
a. $ 850,000
b. $1,085,000
c. $1,235,000
d. $1,825,000

110,000

45,000

49. What is the current portion of Kemp’s total income
tax expense for 1985?
a. $218,000
b. $200,000
c. $196,000
d. $178,000
50. What is the deferred portion of Kemp’s total income
tax expense for 1985?
a. $ 4,000
b. $12,000
c. $20,000
d. $22,000

$43,500
54,000
20,000
3,000

Ball, Inc., is the beneficiary under the life insurance
policy. How much should Ball report as life insurance
expense for 1985?
a. $ 6,500
b. $ 9,500
c. $17,000
d. $20,000

51. On December 31, 1984, Case, Inc., had 300,000
shares of common stock issued and outstanding. Case
issued a 10% stock dividend on July 1, 1985. On October
1 , 1985, Case purchased 24,000 shares of its common stock
for treasury, and recorded the purchase by the cost
method. What is the number of shares that should be
used in computing earnings per share for the year ended
December 31, 1985?
a. 306,000
b. 309,000
c. 324,000
d. 330,000

48. Based on the aging of its accounts receivable at
December 31, 1985, Terry Company determined that the
net realizable value of the receivables at that date is
$190,000. Additional information is as follows:
Accounts receivable at 12/31/85
Allowance for doubtful accounts
at 1/1/85 — credit balance
Accounts written off as uncollectible
at 9/30/85

None

Accounting
records
$ 60,000

Assume that Kemp’s tax rate for 1985 is 40% .

47. On January 1, 1980, Ball, Inc., purchased a
$1,000,000 ordinary life insurance policy on its president.
The policy year and Ball’s accounting year coincide.
Additional data are available for the year ended December
31, 1985:
Cash surrender value, 1/1/85
Cash surrender value, 12/31/85
Annual advance premium paid 1/1/85
Dividend received 7/1/85

Tax
return
$ 35,000
140,000

52. Rhan Company had 200,000 shares of common stock
issued and outstanding at December 31, 1984. No com
mon stock was issued during 1985. On January 1, 1985,
Rhan issued 50,000 shares of convertible preferred stock.
This stock is convertible into 100,000 shares of common
stock, and is not considered a common stock equivalent.
During 1985 Rhan paid $300,000 cash dividends on the
preferred stock. Net income for the year ended December
31, 1985, was $750,000. What should be Rhan’s primary
earnings per share for 1985?
a. $1.50
b. $2.25
c. $2.50
d. $3.75

$220,000
32,000
24,000

Terry’s doubtful accounts expense for the year ended
December 31, 1985, is
a. $38,000
b. $30,000
c. $26,000
d. $22,000
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53. Town, a calendar-year corporation incorporated in
January 1982, experienced a $600,000 net operating loss
(NOL) in 1985. For the years 1982-1984, Town reported
a taxable income in each year, and a total of $450,000 for
the three years. Assume that: (1) there is no difference be
tween pretax accounting income and taxable income for
all years, (2) the income tax rate is
for all years, (3)
the NOL will be carried back to the profit years 1982-1984
to the extent of $450,000, and $150,000 will be carried for
ward to future periods. Town believes that realization of
the tax benefit of the loss carryforward is assured beyond
any reasonable doubt. In its 1985 income statement, what
amount should Town report as the reduction of loss due
to NOL carryback and carryforward?
a. $180,000
b. $240,000
c. $270,000
d. $360,000

56. On July 1, 1984, Clark Company borrowed
1,680,000 local currency units (LCU) from a foreign
lender, evidenced by an interest bearing note due on
July 1, 1985, which is denominated in the currency of
the lender. The U.S. dollar equivalent of the note prin
cipal was as follows:

54. Rago Company takes a full year’s depreciation
expense in the year of an asset’s acquisition, and no
depreciation expense in the year of disposition. Data
relating to one of Rago’s depreciable assets at December
31, 1984, are as follows:

57. During 1985 Kerr Company determined that
machinery previously depreciated over a seven-year life
had a total estimated useful life of only five years. An
accounting change was made in 1985 to reflect the change
in estimate. If the change had been made in 1984,
accumulated depreciation would have been $800,000 at
December 31, 1984, instead of $600,000. As a result of
this change, the 1985 depreciation expense was $50,000
greater. The income tax rate was 40% in both years. What
should be reported in Kerr’s income statement for the year
ended December 3 1 , 1985, as the cumulative effect on prior
years of changing the estimated useful life of the
machinery?
a. $0
b. $120,000
c. $150,000
d. $200,000

Acquisition year
Cost
Residual value
Accumulated depreciation
Estimated useful life

Date
7/1/84 (date borrowed)
12/31/84 (Clark’s year end)
7/1/85 (date repaid)

1982
$110,000

20,000

72,000
5 years

240,000
280,000

58. On January 1 , 1985, Poe Construction, Inc., changed
to the percentage-of-completion method of income
recognition for financial statement reporting but
not for income tax reporting. Poe can justify this change
in accounting principle. As of December 31, 1984, Poe
compiled data showing that income under the completedcontract method aggregated $700,000. If the percentageof-completion method had been used, the accumulated
income through December 31, 1984, would have been
$880,000. Assuming an income tax rate of 40% for all
years, the cumulative effect of this accounting change
should be reported by Poe in the 1985
a . Retained earnings statement as a $180,000 credit
adjustment to the beginning balance.
b. Income statement as a $180,000 credit.
c. Retained earnings statement as a $ 108,000 credit
adjustment to the beginning balance.
d. Income statement as a $108,000 credit.

55. Lane Company acquires copyrights from authors,
paying advance royalties in some cases, and in others,
paying royalties within 30 days of year end. Lane reported
royalty expense of $375,000 for the year ended December
31, 1985. The following data are included in Lane’s
December 31 balance sheets:
1984
$60,000
75,000

$210,000

In its income statement for 1985, what amount should
Clark include as a foreign exchange gain or loss?
a. $70,000 gain.
b. $70,000 loss.
c. $40,000 gain.
d. $40,000 loss.

Using the same depreciation method as used in 1982,1983,
and 1984, how much depreciation expense should Rago
record in 1985 for this asset?
a. $12,000
b. $18,000
c. $22,000
d. $24,000

Prepaid royalties
Royalties payable

Am ount

1985
$50,000
90,000

During 1985 Lane made royalty payments totaling
a. $350,000
b. $370,000
c. $380,000
d. $400,000
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• Carr owned 10,000 shares of Bush, Inc., common
stock purchased in 1982 for $750,000. The Bush stock was
included in Carr’s short-term marketable securities port
folio. On February 15, 1985, Carr declared a dividend in
kind of one share of Bush for every hundred shares of
Carr common stock held by a stockholder of record on
February 28, 1985. The market price o f Bush common
stock was $63 per share on February 15, 1985. The divi
dend in kind was distributed on March 12, 1985.

59. On October 1, 1985, Mann Company approved a
formal plan to sell Mill Division, considered a segment
of the business. The sale will occur on March 31, 1986.
The division had operating income of $500,000 for the
quarter ended December 31, 1985, but expects to incur
an operating loss of $100,000 for the first quarter of 1986.
Mann also estimates that it will incur a loss of $750,000
on the sale of the division’s assets. Mann’s tax rate for
1985 is 40%. In its income statement for the year ended
December 3 1 , 1985, how much gain or loss should Mann
report on disposal of Mill Division?
a. $210,000 loss.
b. $300,000 gain.
c. $350,000 loss.
d. $500,000 gain.

• On April 1 , 1985,250,000 stock rights were issued
to the common stockholders permitting the purchase of
one new share of common stock in exchange for one right
and $11 cash. On April 25, 1985, 210,000 stock rights
were exercised when the market price of C arr’s common
stock was $13 per share. Carr issued new shares to settle
the transaction. The remaining 40,000 rights were not ex
ercised and expired.

60. G raf Company purchased a machine that was in
stalled and placed in service on January 2, 1984, at a
total cost of $120,000. Residual value was estimated at
$20,000. The machine is being depreciated over ten years
by the double declining balance method. For the year 1985,
Graf should record depreciation expense of
a. $10,800
b. $16,000
c. $19,200
d. $24,000

• On January 1, 1982, Carr granted stock options
to employees for the purchase of 100,000 shares of the
company’s common stock at $8 per share which was also
the market price. The options are exercisable within a
three-year period beginning January 1 , 1984. The measure
ment date is the same as the grant date. On July 1 , 1985,
employees exercised 80,000 options for $8 per share. On
July 1, 1985, the market price of Carr’s common stock
was $15 per share. Carr used new shares to settle the
transaction.

Number 4 (Estimated tim e ----- 45 to 55 minutes)
Carr Corporation had the following stockholders’
equity account balances at December 31, 1984:
Preferred stock
Additional paid-in capital from
preferred stock
Common stock
Additional paid-in capital from
common stock
Retained earnings
Net unrealized loss on noncurrent
marketable equity securities
Treasury common stock

• On December 12, 1985, Carr declared the yearly
cash dividend on preferred stock, payable on January 14,
1986, to stockholders of record on December 31, 1985.

$1,800,000

• After year-end adjustment the Net Unrealized
Loss on Noncurrent Marketable Equity Securities account
had a debit balance of $135,000 at December 31, 1985.

90,000
5,150,000
3,500,000
4,000,000

• On January 15, 1986, before the accounting
records were closed for 1985, Carr became aware that rent
income for the year ended December 31, 1984, was
overstated by $5()0,000. The after tax effect on 1984 net
income was $275,000. The appropriate correcting entry
was recorded the same day.

245,000
270,000

Transactions during 1985 and other information relating
to the stockholders’ equity accounts were as follows:
• C arr’s preferred and common shares are traded
on the over-the-counter market. At December 31, 1984,
Carr had 100,000 authorized shares of $100 par, 10%
cumulative preferred stock; and 3,000,000 authorized
shares of no par common stock with a stated value of $5
per share.•

• After correcting the rent income, net income for
1985 was $2,600,000.
Required:
a.
Prepare Carr’s statement of retained earnings for
the year ended December 31, 1985. Assume that only
single-period financial statements for 1985 are presented.

• On January 10, 1985, Carr formally retired all
30,000 shares of its treasury common stock and had them
revert to an unissued basis. The treasury stock had been
acquired on January 2 0 , 1984. The shares were originally
issued at $10 per share.

b.
Prepare the stockholders’ equity section of Carr’s
balance sheet at December 31, 1985.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
Rand, Inc., a nonpublic enterprise, is negotiating a loan for expansion purposes and the bank requires audited financial
statements. Before closing the accounting records for the year ended December 31, 1985, Rand’s controller prepared the
following comparative financial statements for 1985 and 1984:
Rand, Inc.
BALANCE SHEETS
December 31, 1985 and 1984
1985

1984

Assets
Cash
Marketable securities, at cost
Accounts receivable
Allowance for doubtful accounts
Inventories
Property and equipment
Accumulated depreciation
Total assets

$ 275,000
78,000
487,000
(50,000)
425,000
310,000
(150,000)
$1,375,000

$150,000
78,000
392,000
(32,000)
307,000
217,000
(121,000)
$991,000

Liabilities & Stockholders' Equity
Accounts payable & accrued liabilities
Estimated liability from lawsuit
Common stock, $10 par
Additional paid-in capital
Retained earnings
Total liabilities & stockholders’ equity

$ 420,000
100,000
260,000
130,000
465,000
$1,375,000

$347,000
—

260,000
130,000
254,000
$991,000

Rand, Inc.
INCOME STATEMENTS
For the Years Ended December 31, 1985 and 1984

Net sales
Operating expenses:
Cost of sales
Selling & administrative
Depreciation
Estimated loss from lawsuit
Net income

12

1985
$1,580,000

1984
$1,250,000

755,000
485,000
29,000
100,000
1,369,000
$ 211,000

690,000
365,000
18,000
—
1,073,000
$ 177,000

Accounting Practice — Part I
Uniform Certified Public Accountant Examination
Accounting Practice — Part I
May 1986

Candidate’s No.
State _________
Question No. 5 Page

Rand, Inc.
WORKSHEET FOR BALANCE SHEET
AND INCOME STATEMENT
December 31, 1985
Balance
per books
Balance Sheet
Assets:
Cash
Marketable securities, at cost
Accounts receivable
Allowance for doubtful accounts
Inventories
Property and equipment
Accumulated depreciation

Dr. (Cr.)
$ 275,000
78,000
487,000
(50,000)
425,000
310,000
(150,000)

$ 1,375,000
Liabilities & Stockholders’ Equity:
Accounts payable & accrued liabilities
Estimated liability from lawsuit
Common stock
Additional paid-in capital
Retained earnings
Balance, 1/1/85
Net income for 1985

$

Cr.
420,000
100,000
260,000
130,000
254,000
211,000

$ 1,375,000
Income Statement

Net sales
Cost of sales
Selling & administrative expenses
Depreciation expense
Estimated loss from lawsuit

Dr. (Cr.)
$(1,580,000)
755,000
485,000
29,000
100,000

Net income

$ (211,000)
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Number 5 (continued)
During the course of the audit, the following additional information was obtained:
1. The investment portfolio consists of short-term investments with a total market valuation of $81,000 at December
31, 1984, and $67,000 at December 31, 1985.
2. In discussion with company officials, it was determined that the doubtful accounts expense rate based on net sales
should be reduced to 2% from 3% effective January 1, 1985.
3. A s a result of errors in physical count, inventories were overstated by $12,000 at December 31, 1984, and by $17,500
at December 31, 1985.
4. On January 1, 1984, the cost of equipment purchased for $30,000 was debited to repairs and maintenance. Rand
depreciates machines of this type by the straight-line method over a five-year life, with no residual value.
5. On July 1, 1985, fully depreciated equipment purchased for $21,000, was sold as scrap for $2,500. The only entry
Rand made was to debit cash and credit property and equipment for the scrap proceeds. The property and equipment (net)
had a current cost of $250,000 at December 31, 1985.
6. Advertising and promotion expense for the year ended December 31, 1984, includes the $25,000 cost of printing
sales catalogs for a special promotional campaign in January 1985.
7. Rand was named as a defendant in a lawsuit in October 1985. Rand’s counsel is of the opinion that Rand has a
good defense and does not anticipate any impairment of Rand’s assets or that any significant liability will be incurred. Never
theless, Rand’s management wished to be conservative and established a loss contingency of $100,000 at December 3 1 , 1985.
Required (Ignore income taxes):
Complete the tear-out worksheet to prepare a corrected balance sheet of Rand, Inc., as of December 3 1 , 1985, and a corrected
income statement for the year ended December 3 1 , 1985. Formal statements and journal entries are not required. The worksheet
adjustments should be numbered to correspond with the numbers in the additional information. Include the completed tearout worksheet in the proper sequence with other answer sheets.

14

EXAMINATION IN ACCOUNTING PRACTICE — PART II
May 8, 1986; 1:30 to 6:00 P.M .

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum Maximum

1
2.
3.
4
5

10
10
10
10
10

45
45
45
45
40

55
55
55
55
50

Total

50

220

270

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

2.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.

3.

schedules, entries, worksheets, or other answers, to
show how your final answer was derived. Computa
tion sheets should identify the question to which
they relate, be placed immediately following the
answer to that question, and be numbered in
sequence with the other pages. Failure to enclose
supporting calculations may result in loss of grading
points because it may be impossible to determine
how your amounts were computed.

Support all problem-type answers with properly
labeled and legible calculations that can be
identified as sources of amounts in formal

4.

For Question Number 4 be sure to include the
completed tear-out worksheet in the proper
sequence with other answer sheets.

5.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language may
be considered by the examiners.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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3.
Jay Dunn owns 50% of the common stock of Nolan
Corp. Jay paid $10,000 for this stock in 1980. At Decem
ber 31, 1985, it was ascertained that Jay’s 50% stock
ownership in Nolan had a current value of $90,000.
Nolan’s cumulative net income and cash dividends
declared for the five years ended December 3 1 , 1985, were
$150,000 and $20,000 respectively. In Jay’s personal state
ment of financial condition at December 31, 1985, how
much should be shown as his net investment in Nolan?
a. $90,000
b. $85,000
c. $75,000
d. $10,000

Instructions
Questions Number 1 , 2, and 3 each consist of 20 multiple
choice items. Select the best answer for each of the items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers for each question.
The following is an example of the manner in which
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com
pany to its customers last year amounted to $5,260,000;
sales returns and allowances reduced the amounts owed
by $160,000. How much were net sales last year for Baker
Company?
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

Items 4 through 6 are based on the following data
pertaining to Fox Co. for the calendar year 1985:
Sales (all on credit)
$2,000,000
Gross profit on sales
900,000
Net income
150,000
Purchases
1,000,000
Inventory at end of year
200,000
Accounts receivable at beginningof year
600,000
Accounts receivable at end of year
400,000
Stockholders’ equity at end of year:
Common stock outstanding
(unchanged during year) —
300,000 shares at par
of $1 per share
$300,000
Retained earnings
500,000
800,000

Answer Sheet
97.
Number 1 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Items to be Answered
1. At both the beginning and end of the year, Lang
C o.’s monetary assets exceeded monetary liabilities by
$3,000,000. On January 1, the general price level was 125.
On December 31, the general price level was 150. How
much was Lang’s purchasing power loss on net monetary
items during the year?
a. $0
b. $ 600,000
c. $ 750,000
d. $1,125,000

Dividends paid during the year totaled $0.25 per share.
The market price per share of Fox’s stock was $5 at the
end of the year.
4. Fox’s inventory turnover for 1985 was
a. 2.0 times.
b. 2.2 times.
c. 4.4 times.
d. 5.0 times.

2. The following information pertains to Hay Corp.
and its divisions for the year ended December 31, 1985:
Sales to unaffiliated customers
Intersegment sales of products
similar to those sold to
unaffiliated customers
Interest earned on loans to
other industry segments

Fox’s accounts receivable turnover for 1985 was
a. 1.8 times.
b. 2.0 times.
c. 4.0 times.
d. 5.0 times.

$1,000,000
300,000
20,000

6. The price-earnings ratio on Fox’s common stock at
the end of the year was
a.
2.0 to 1.
b.
2.5 to 1.
c. 10.0 to 1.
d. 20.0 to 1.

Hay and all of its divisions are engaged solely in manufac
turing operations. Hay has a reportable segment if that
segment’s revenue exceeds
a. $100,000
b. $102,000
c. $130,000
d. $132,000
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10. The following items were among those that appeared
on Roth Co.’s books at the beginning and end of the year:

1. The following information pertains to a fire in
surance policy in effect during the calendar year 1985,
covering Vail C o.’s inventory:

Demand bank deposits
Net long-term receivables
Deferred income tax charges

$800,000
50,000
4,000
80%

Face amount of policy
Deductible clause
Amount of premium
Coinsurance clause

In preparing constant dollar financial statements, how
much should Roth classify as monetary assets?
a. $500,000
b. $600,000
c. $800,000
d. $900,000

Vail’s inventory averages $1,000,000 uniformly through
out the year. Vail’s income tax rate is 40%. How much
of a contingent liability should Vail accrue at December
31, 1985, to cover possible future fire losses?
a. $0
b. $ 30,000
c. $ 46,000
d. $120,000
8.

11. Clay Township owned an idle parcel of real estate
consisting of land and a factory building. Clay gave title
to this realty to Wolf Co. as an incentive for Wolf to
establish manufacturing operations in the Township. Wolf
paid nothing for this realty, which had a fair market value
of $200,000 at the date of the grant. Wolf should record
this nonmonetary transaction as a
a. Memo entry only.
b. Credit to retained earnings for $200,000.
c. Credit to extraordinary income for $200,000.
d . Credit to additional paid-in capital for $200,000.

Zola Corp. had the following long-term debt:
Bonds maturing in
installments,
secured by machinery

$ 500,000

Bonds maturing on a
single date,
secured by realty

900,000

Collateral trust bonds

1,000,000

12. On July 1, 1985, Dolan Corp. incurred an extra
ordinary loss of $300,000, net of income tax saving.
Dolan’s operating income for the full year ending
December 31, 1985, was expected to be $500,000. In
Dolan’s income statement for the quarter ended September
30, 1985, how much of this extraordinary loss should be
disclosed separately?
a. $300,000
b. $150,000
c. $ 75,000
d. $0

The debenture bonds amounted to
a. $0
b. $ 500,000
c. $ 900,000
d. $1,000,000
9. Agee Corp. pays its outside salespersons fixed
monthly salaries and commissions on net sales. Sales com
missions are computed and paid on a monthly basis (in
the month following the month of sale), and the fixed
salaries are treated as advances against commissions.
However, if the fixed salaries for salespersons exceed their
sales commissions earned for a month, such excess is not
charged back to them. Pertinent data for the month of
April 1986 for the three salespersons in sales region 330
are as follows:
Salesperson
A
B
C
Totals

Fixed
salary
$ 5,000
7,000
9,000
$21,000

Net
sales
$ 100,000
200,000

300,000
$600,000

$500,000
300,000
100,000

13. Combined financial statements are being prepared
for a group of unconsolidated subsidiaries having inter
company loans of $100,000 and intercompany profits of
$300,000. How much of these intercompany loans and
profits should be eliminated?

a.
b.
c.
d.

Commission
rate
4%
6%
6%

_____ Intercompany
Profits
Loans
$0
$0
$0
$300,000
$100,000
$0
$100,000
$300,000

14. Brook Corp. discounted its own $50,(KX) one-year
note at a bank, at a discount rate of 12%, when the prime
rate was 10%. In reporting the note on Brook’s balance
sheet prior to the note’s maturity, what rate should Brook
use for the accrual of interest?
a. 10.0%
b. 10.7%
c. 12.0%
d. 13.6%

For sales region 330, what total amount should Agee ac
crue for sales commissions payable at April 30, 1986?
a. $13,000
b. $14,000
c. $34,000
d. $35,000
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15. Cone Co., which began operating on January 1,
1985, appropriately uses the installment method of
accounting. The following information pertains to Cone’s
operations for the year 1985:
Installment sales
Cost of installment sales
General and admin
istrative expenses
Collections on
installment sales

19. Pat Corp. began operations on January 1 , 1984. A
substantial part of P at’s sales are made on the installment
basis. For financial reporting, Pat recognizes revenues
from all sales under the accrual method. However, on its
income tax returns, Pat reports installment sales under
the installment method. P at’s gross profit on installment
sales under each method was as follows:

$500,000
300,000
50,000

Year
1984
1985

100,000

The balance in the deferred gross profit account at
December 31, 1985, should be
a. $200,000
b. $160,000
c. $120,000
d. $100,000

Accrual
method
$ 800,000
1,300,000

Installment
method
$300,000
700,000

For both years, assume that the income tax rate is 40%,
and that there are no other timing differences. In its
December 3 1 , 1985, balance sheet, how much should Pat
report as a liability for deferred income taxes?
a. $240,000
b. $360,000
c. $400,000
d. $440,000

16. Dina, Inc., owns 75% of the voting common stock
of its domestic subsidiary, Spruce Corp. During 1985,
Spruce had earnings of $300,000, and paid dividends of
$100,000. Dina assumes that Spruce’s remaining earnings
will be distributed as dividends in future periods. Dina’s
income tax rate is 40%. For 1985, how much should Dina
report as deferred income tax?
a. $90,000
b. $13,500
c. $ 9,000
d. $0

20. On January 1 , 1985, Okon Corp. issued 1,000 of its
9%, $1,000 bonds, at 95. Interest is payable semiannual
ly on July 1 and January 1. The bonds mature on January
1, 1995. Okon paid bond issue costs of $40,000, which
are appropriately recorded as a deferred charge. Okon uses
the straight-line method of amortizing bond discount and
bond issue costs. On Okon’s December 3 1 , 1985, balance
sheet, how much would be shown as the carrying amount
of the bonds payable?
a. $ 919,000
b. $ 955,000
c. $ 991,000
d. $1,045,000

17. On January 1 , 1985, when the market rate for bond
interest was 12%, Ajax Corp. issued $1,000,000 face
amount of bonds, with interest to be paid semiannually
at a 10% annual rate. The bonds mature on December
3 1 , 1994, and were issued at a discount of $114,500. How
much of the discount should be amortized by the interest
method at July 1, 1985?
a. $1,145
b. $3,130
c: $5,725
d. $6,870

Number 2 (Estimated tim e----- 45 to 55 minutes)

18. On March 1, 1986, Rory Corp. became the lessee
of new equipment under a noncancelable six-year lease.
The total estimated economic life of this equipment is ten
years. The fair value of this equipment on March 1 , 1986,
was $100,000. The related investment tax credit retained
by the lessor, and expected to be realized by the lessor,
is $10,000. The lease does not meet the criteria for
classification as a capital lease with respect to transfer of
ownership of the leased asset, or bargain purchase option,
or lease term. Nevertheless, Rory must classify this lease
as a capital lease if, at inception of the lease, the present
value of the minimum lease payments (excluding executory
costs) is equal to at least
a. $67,500
b. $81,000
c. $90,000
d. $99,000

Select the best answer for each of the following items
relating to a variety of managerial accounting problems.

Items to be Answered

21. In manufacturing its products for the month of
March 1986, Kane Co. incurred normal spoilage of
$10,(X)0 and abnormal spoilage of $12,000. How much
spoilage cost should Kane charge as a period cost for the
month of March 1986?
a. $22,000
b. $12,000
c. $10,000
d. $0
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25. Kew Co. had 3,000 units in work-in-process at April
1 , 1986, which were 60% complete as to conversion cost.
During April, 10,000 units were completed. At April 30,
4,000 units remained in work-in-process which were 40%
complete as to conversion cost. Direct materials are
added at the beginning of the process. How many units
were started during April?
a.
9,000
b.
9,800
c. 10,000
d. 11,000

22. Lucas Co. has a job order cost system. For the month
of April 1986, the following debits (credits) appeared in
the general ledger account, work-in-process:
April
1
30
30
30
30

$24,000
80,000
60,000
54,000
(200,000)

Balance
Direct materials
Direct labor
Factory overhead
To finished goods

Lucas applies overhead to production at a predetermined
rate of 90% based on direct labor cost. Job No. 100,
the only job still in process at the end of April, has been
charged with factory overhead of $4,500. The amount of
direct materials charged to Job No. 100 was
a. $18,000
b. $ 8,500
c. $ 5,000
d. $ 4,500

26. Luna C o.’s 1985 manufacturing costs were as
follows:
Direct materials and direct labor
Depreciation of manufacturing
equipment
Depreciation of factory building
Janitor’s wages for cleaning
factory premises

Based on a monthly normal volume of 50,000 units
(100,000 direct labor hours), Raff C o.’s standard cost
system contains the following overhead costs:
$6 per unit
8 per unit

Breakeven point in units sold
Variable costs per unit
Total fixed costs

38,000
80,000

1,000

$
500
$150,000

How much will be contributed to profit before income
taxes by the 1,001st unit sold?
a. $650
b. $500
c. $150
d. $0

Actual overhead incurred:
Variable
Fixed

15,000

27. The following information pertains to Nova C o.’s
cost-volume-profit relationships:

The following information pertains to the month of March
1986:
Units actually produced
Actual direct labor hours worked

70,000
40,000

How much of these costs should be inventoried for exter
nal reporting purposes?
a. $625,000
b. $610,000
c. $585,000
d. $500,000

Items 23 and 24 are based on the following data:

Variable
Fixed

$500,000

$250,000
384,000

23. For March 1986 the unfavorable variable overhead
spending variance was
a. $ 6,000
b. $10,000
c. $12,000
d. $22,000

28. For the month of April, Thorp C o.’s records dis
closed the following data relating to direct labor:
Actual cost
Rate variance
Efficiency variance
Standard cost

24. For March 1986 the fixed overhead volume variance
was
a. $96,000 unfavorable.
b. $96,000 favorable.
c. $80,000 unfavorable.
d. $80,000 favorable.

$10,000

1,000 favorable
1,500 unfavorable
$ 9,500

For the month of April, actual direct labor hours
amounted to 2,000. In April, Thorp’s standard direct labor
rate per hour was
a. $5.50
b. $5.00
c. $4.75
d. $4.50
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Items 29 and 30 are based on the following data
pertaining to two types of products manufactured by Korn
Corp.:

Product Y
Product Z

Items 33 through 35 are based on the following data:
Logg Co. is planning to buy a coin-operated machine
costing $40,000. For tax purposes, this machine will be
depreciated over a five-year period using the straight-line
method and no salvage value. Assume that the investment
tax credit is not applicable to this purchase. Logg estimates
that this machine will yield an annual cash inflow, net of
depreciation and income taxes, of $12,000. At the follow
ing discount rates, the net present values of the investment
in this machine are:

Per Unit
Sales
Variable
price
costs
$120
$ 70
500
200

Fixed costs total $300,000 annually. The expected mix in
units is 60% for product Y and 40% for product Z.
29.

How much is Korn’s breakeven sales in units?
a.
857
b. 1,111
c. 2,000
d. 2,459

30.

How much is Korn’s breakeven sales in dollars?
a. $300,000
b. $420,000
c. $475,000
d. $544,000

Discount
rate
12%
14%
16%
18%

Logg’s desired rate of return on its investments is 12%.
33. Logg’s accounting rate of return on its initial invest
ment in this machine is expected to be
a. 30%
b. 15%
c. 12%
d. 10%

31. Adly Corp. wishes to earn a 30% return on its
$100,000 investment in equipment used to produce prod
uct X. Based on estimated sales of 10,000 units of prod
uct X next year, the costs per unit would be as follows:
Variable manufacturing costs
Fixed selling and administrative costs
Fixed manufacturing costs

34. Logg’s expected payback period for its investment
in this machine is
a. 2.0 years.
b. 3.0 years.
c. 3.3 years.
d. 5.0 years.

$5
2
1

At how much per unit should product X be priced for sale?
a. $ 5
b. $ 8
c. $10
d. $11

35. Logg’s expected internal rate of return on its invest
ment in this machine is
a.
3.3%
b. 10.0%
c. 12.0%
d. 15.3%

32. Nada C o.’s pricing structure has been established
to yield a gross margin of 30%. The following data per
tain to the year ended December 31, 1985:
Sales
Inventory, January 1, 1985
Purchases
Inventory, per actual count
at December 31, 1985

Net present
value
+ $3,258
+ 1,197
708
- 2,474

36. Abel Corp. manufactures a product that yields the
by-product, “ Yum.” The only costs associated with Yum
are selling costs of $. 10 for each unit sold. Abel accounts
for sales of Yum by deducting Yum’s separable costs from
Yum’s sales, and then deducting this net amount from the
major product’s cost of goods sold. Yum’s sales were
100,000 units at $1 each. If Abel changes its method of
accounting for Yum’s sales by showing the net amount
as additional sales revenue, then Abel’s gross margin
would
a. Increase by $ 90,000.
b. Increase by $100,000.
c. Increase by $110,000.
d. Be unaffected.

$ 1,000,000

500,000
400,000
80,000

Nada is satisfied that all sales and purchases have been
fully and properly recorded. How much might Nada
reasonably estimate as a shortage in inventory at December
31, 1985?
a. $100,000
b. $120,000
c. $200,000
d. $276,000
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Items to be Answered
Items 37 and 38 are based on the following data:

41. For assets acquired in 1986, the holding period for
determining long-term capital gains and losses is more than
a.
6 months.
b.
9 months.
c. 12 months.
d. 15 months.

The following selected data pertain to the Maple Divi
sion of Beyer Corp. for 1985:
Sales
Average invested capital
Operating income
Capital turnover
Imputed interest rate
37.

38.

$300,000
100,000

20,000

42. Fringe benefits received by an employee are generally
subject to employment taxes or withholding
a. For statutory fringe benefits only.
b. If the fringe benefits are nonstatutory.
c. Regardless of the statutory or nonstatutory
nature of the fringe benefits.
d. At the option of the employer.

3.0
12%

The return on investment
6.67%
a.
8.00%
b.
c. 20.00%
d. 33.33%

43. If a taxpayer qualifies for the earned income credit,
such credit can be subtracted from
a. Gross income to arrive at adjusted gross income.
b. Adjusted gross income to arrive at taxable in
come after personal exemptions.
c. The tax owed, or can result in a refund, but
only if the taxpayer had tax withheld from
wages.
d. The tax owed, or can result in a refund, even
if the taxpayer had no tax withheld from wages.

The residual income was
a. $2,400
b. $5,600
c. $6,667
d. $8,000

44. At December 31, 1985, the following assets were
among those owned by Eli York:

39. Lowe Co. manufactures products A and B from a
joint process. Sales value at split-off was $700,000 for
10,000 units of A, and $300,000 for 15,000 units of B.
Using the sales value at split-off approach, joint costs
properly allocated to A were $140,000. Total joint costs
were
a. $ 98,000
b. $200,000
c. $233,333
d. $350,000

Date
acquired
Jan. 1984
Feb. 1984
Dec. 1985

Asset
Personal residence
Stock of listed corp.
Stock of listed corp.

Cost
$100,000

8,000
3,000

How much were the capital assets?
a. $ 111,000
b. $108,000
c. $ 11,000
d. $ 8,000

40. Gata Co. plans to discontinue a department with a
$48,000 contribution to overhead, and allocated overhead
of $96,000, of which $42,000 cannot be eliminated. What
would be the effect of this discontinuance on Gata’s pretax
profit?
a. Increase of $48,000.
b. Decrease of $48,000.
c. Increase of $6,000.
d. Decrease of $6,000.

45. Kirk Kory, a cash basis sole proprietor, had the
following cash receipts and disbursements for 1985:
Net sales
Dividend income (on personal investment)
Cost of sales
Other operating expenses
State business tax
Federal self-employment tax

Number 3 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to the federal income taxation of individuals,
estates, and trusts. The answers should be based on the
Internal Revenue Code and Tax Regulations in effect for
the tax period specified in the item. If no tax period is
specified, use the current Internal Revenue Code and Tax
Regulations.

$120,000
800
60,000
12,000
1,200
3,200

What amount should Kory report as netearnings from
self-employment for 1985?
a. $43,600
b. $46,800
c. $47,600
d. $48,000
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46. In Mona Lux’s 1985 income tax return, Mona validly
claimed the $1,040 personal exemption for her dependent
17-year old son, Brett. Since Brett earned $5,000 in 1985
selling novelties at the college he attended full time, Brett
was also required to file a 1985 income tax return. How
much should Brett claim as a personal exemption in his
1985 individual income tax return?
a. $0
b. $ 520
c. $1,000
d. $1,040

50. Ida Korb, who is divorced, received taxable alimony
of $25,000 in 1985. In addition, she received $900 in earn
ings from a part-time job in 1985. What was the maximum
IRA contribution that Ida could have made for 1985,
which she could have deducted on her 1985 individual tax
return, assuming that everything was done on a timely
basis?
a. $ 250
b. $ 900
c. $1,125
d. $2,000

Items 47 and 48 are based on the following data:

51. Joel Rich is an outside salesman, deriving his income
solely from commissions, and personally bearing all ex
penses without reimbursement of any kind. During 1985,
Joel paid the following expenses pertaining directly to his
activities as an outside salesman:

On July 31, 1985, Kim Reed received listed stock as
an inheritance from her mother, Nora, who died on
January 1 , 1985. Nora’s adjusted basis for this stock was
$50,000. This stock had a fair market value of $60,000
on January 1, 1985, and $65,000 on July 31, 1985. The
alternate valuation was not elected. Kim’s adjusted gross
income for 1985 was $20,000 before any consideration of
her inheritance.

Travel
Secretarial
Telephone

a.
b.
c.
d.

Kim’s basis for the inherited stock is
a. $0
b. $50,000
c. $60,000
d. $65,000

1,000

From gross income,
in arriving at
adjusted gross income
$18,000
$11,000
$10,000
$0

A s itemized
deductions
$0
$ 7,000
$ 8,000
$18,000

52. Jason Budd, CPA, reports on the cash basis. In April
1984, Budd billed a client $3,500 for the following pro
fessional services:
Personal estate planning
Personal tax return preparation
Compilation of business financial statements

49. During the current year Hal Leff sustained a serious
injury in the course of his employment. As a result of this
injury, Hal received the following payments during the
year:
W orker’s compensation

7,000

How should these expenses be deducted in Joel’s 1985
return?

47. How much should Kim report in her 1985 return as
adjusted gross income?
a. $20,000
b. $70,000
c. $80,000
d. $85,000
48.

$ 10,000

No part of the $3,500 was ever paid. In April 1986, the
client declared bankruptcy, and the $3,500 obligation
became totally uncollectible. What loss can Budd deduct
on his 1986 tax return for this bad debt?
a. $0
b. $ 500
c. $1,500
d. $3,500

$2,400

Reimbursement from his
employer’s accident and
health plan for medical
expenses paid by Hal and
not deducted by him

1,800

Damages for personal injuries

8,000

$2,000
1,000
500

53.

The amount to be included in H al’s gross income for the
current year should be
a. $12,200
b. $ 8,000
c. $ 1,800
d. $0
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The zero bracket amount is
a. The equivalent of the excess itemized de
ductions.
b. Built into the tax tables but not the tax rate
schedules.
c. Based on the taxpayer’s filing status regardless
of income.
d. The amount that determines whether or not an
individual is required to file an income tax
return.
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58. Pat Leif owned an apartment house that he bought
in 1970. Depreciation was taken on a straight-line basis.
In 1985, when P a t’s adjusted basis for this property was
$200,000, he traded it for an office building having a fair
market value of $600,000. The apartment house has 100
dwelling units, while the office building has 40 units rented
to business enterprises. The properties are not located in
the same city. What is P at’s reportable gain on this
exchange?
a. $400,000 Section 1250 gain.
b. $400,000 Section 1231 gain.
c. $400,000 long-term capital gain.
d. $0.

Items 54 and 55 are based on the following data:
In January 1985, Joan Hill bought one share of
Orban Corp. stock for $300. On March 1, 1985, Orban
distributed one share of preferred stock for each share of
common stock held. This distribution was nontaxable. On
March 1, 1985, Joan’s one share of common stock had
a fair market value of $450, while the preferred stock had
a fair market value of $150.
54. After the distribution of the preferred stock, Joan’s
bases for her Orban stocks are

a.
b.
c.
d.
55.

Common
$300
$225
$200
$150

Preferred
$0
$ 75
$100
$150

59. Nell Brown’s husband died in 1982. Nell did not
remarry, and continued to maintain a home for herself
and her dependent infant child during 1983, 1984, and
1985, providing full support for herself and her child dur
ing these three years. For 1982, Nell properly filed a joint
return. For 1985, Nell’s filing status is
a. Single.
b. Married filing joint return.
c. Head of household.
d. Qualifying widow with dependent child.

The holding period for the preferred
a. January 1985.
b. March 1985.
c. September 1985.
d. December 1985.

60. Edna Green, who is single, had an adjusted gross
income of $30,000 in 1985. Edna contributed $100 to the
alumni fund of State University in 1985, but did not itemize
her deductions for 1985. How much can she deduct for
contributions on her 1985 return?
a. $0
b. $ 25
c. $ 50
d. $100

56. Gail and Jeff Payne are married and filed a joint
return for 1985. In 1985 they paid the following doctors’
bills for
Gail’s mother, who received over
half of her support from Gail and
Jeff, but who does not live in the
Payne household, and who earned
$1,100 in 1985 for baby-sitting.
Their unmarried 26-year old son, who
earned $4,000 in 1985, but was fully
supported by his parents. He is not a
full-time student.

$700

500

Disregarding the adjusted gross income percentage test,
how much of these doctors’ bills may be included on the
Paynes’ joint return in 1985 as qualifying medical
expenses?
a. $0
b. $ 500
c. $ 700
d. $1,200
57. Medical and dental expenses are deductible only to
the extent that they exceed a certain percentage of adjusted
gross income. This percentage is
a.
3%
b.
5%
c.
6%
d. 10%
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Number 4 (Estimated tim e----- 45 to 55 minutes)
The following adjusted revenue and expense accounts appeared in the accounting records of Wolf, Inc., an accrual basis
taxpayer, for the year ended December 31, 1985:
Revenues
Net sales
Equity in earnings of F & W Partnership
Dividends
Interest
Gains on sale of stock
Key-man life insurance proceeds
Total

$3,000,000
60,000
8,000

18,000
5,000
100,000

[1]
[2]
[3]
[4]
[5]
[ 6]

3,191,000

Costs and expenses
Cost of goods sold
Salaries and wages
Doubtful accounts
Taxes, other than federal income
Interest
Contributions
Depreciation
Other
Federal income taxes
Total

2 , 000,000

[7]

500,000
13,000
62,000

[81
[91

12,000

50,000
60,000
40,000
120,000
2,857,000

[101
[111
[121

[131
[141

$ 334,000

Net income

The following additional information is provided:
[11

Trade accounts receivable at December 31, 1984, and at December 31, 1985, amounted to $200,000 and $250,000,
respectively.

[21

Wolf, Inc. owns 60% of F & W Partnership. The other 40% of F & W is owned by an unrelated
individual. F & W reported the following tax information to Wolf, Inc.:
Wolf, Inc.’s share of:
Partnership ordinary income
Dividends qualifying for exclusion
Net long-term capital gain (loss)
Equity in earnings

$58,000
10,000

( 8 , 000)

$60,000

The $10,000 dividends were from an unrelated domestic corporation, Jel Corp., whose securities are traded on
a major stock exchange.
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Wolf, Inc.
WORKSHEET TO CONVERT BOOK INCOME TO TAXABLE INCOME
For the Year Ended December 31, 1985
Per books
and G AAP
Revenues
Net sales
Equity in earnings of F & W Partnership
Dividends
Interest
Gains on sale of stock
Key-man life insurance proceeds

Totals

3,000,000
60,000
8,000
18,000
5,000
100,000

3,191,000

Costs and expenses
Cost of goods sold

2,000,000

Salaries and wages

500,000

Doubtful accounts

13,000

Taxes, other than federal income

62,000

Interest

12,000

Contributions

50,000

Depreciation

60,000

Other

40,000

Federal income taxes

Totals
Net income

120,000

2,857,000
334,000

25

Increases

Decreases

Per
tax return
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Number 4 (continued)
[3]

The $8,000 dividends were from Meg, Inc., an unrelated taxable domestic corporation, whose securities are traded
on a major stock exchange.

[4]

Interest revenue consists of interest on:
Corporate bonds
Municipal bonds

[5]

$15,000
3,000

Gains on sale of stock consist of stock of the following unrelated corporations:
Ral Corp. (bought in May 1985; sold in June 1985)
Blu, Inc. (bought in November 1984; sold in September 1985)

$1,000
4,000

[6]

Wolf, Inc. owned the key-man life insurance policy, paid the premiums, and was the direct beneficiary. The pro
ceeds were collected on the death of the corporation’s treasurer.

[7]

Accounts payable for merchandise at December 31, 1984, and at December 31, 1985, amounted to $75,000 and
$100,000, respectively.

[8]

Doubtful accounts expense represents a reasonable addition to Wolf, Inc.’s allowance for doubtful
accounts, under the method consistently used. Actual accounts written off in 1985 amounted to $4,000.

[9]

Taxes, other than federal income, consist of:
Payroll taxes
Property taxes
Penalty for late payment of taxes

$40,000
20,000

2,000

[10]

Interest expense consists of: $11,000 interest on funds borrowed for working capital, and $1,000 interest on funds
borrowed to buy the municipal bonds.

[11]

Contributions were all paid in 1985 to State University, specifically designated for the purchase of laboratory
equipment.

[12]

Depreciation per books is straight-line. For tax purposes, depreciation amounted to $85,000. The investment tax
credit amounted to $3,000.

[13]

Other expenses include premiums of $5,000 on the key-man life insurance policy covering the treasurer, who died
in December 1985.

[14]

Federal income tax paid in 1985 amounted to $105,000. The difference between the income tax provision and in
come tax paid is the result of interperiod tax allocation.

Required:
Complete the tear-out worksheet by making the necessary adjustments to convert Wolf, Inc.’s 1985 book income to
federal taxable income.
Any possible alternative treatment should be resolved in a manner that will minimize 1985 taxable income for Wolf, Inc.
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Number 5 (Estimated tim e ----- 40 to 50 minutes)
Listed below are four independent transactions or events
that relate to a local government and to a voluntary health
and welfare organization:
[1]

$25,000 was disbursed from the general fund (or
its equivalent) for the cash purchase of new
equipment.

[2]

An unrestricted cash gift of $100,000 was
received from a donor.

[3]

Listed common stocks with a total carrying
value of $50,000, exclusive of any allowance,
were sold by an endowment fund for $55,000,
before any dividends were earned on these
stocks. There are no restrictions on the gain.

[4]

$1,000,000 face amount of general obligation
bonds payable were sold at par, with the pro
ceeds required to be used solely for construc
tion of a new building. This building was com
pleted at a total cost of $ 1,000,000, and the total
amount of bond issue proceeds was disbursed
in connection therewith. Disregard interest
capitalization.

Required:
a. For each of the above-listed transactions or
events, prepare journal entries, without explanations,
specifying the affected funds and account groups, and
showing how these transactions or events should be
recorded by a local government whose debt is serviced
by general tax revenues.
b. For each of the above-listed transactions or
events, prepare journal entries, without explanations,
specifying the affected funds, and showing how these
transactions or events should be recorded by a voluntary
health and welfare organization that maintains a separate
plant fund.
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EXAMINATION IN AUDITING
May 8, 1986; 8:30 A.M. to 12:00 M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum Maximum

1 ..........................
2 ..........................
3 ..........................
4 ..........................
5 ..........................

60
10
10
10
10

90
15
15
15
15

no
25
25
25
25

Total

100

150

210

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)

1.

2.

ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

3.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com-

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language may
be considered by the examiners.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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4. In connection with the element of professional
development, a CPA firm’s system of quality control
should ordinarily provide that all personnel
a. Have the knowledge required to enable them to
fulfill responsibilities assigned.
b. Possess judgment, motivation, and adequate
experience.
c. Seek assistance from persons having appropriate
levels of knowledge, judgment, and authority.
d. Demonstrate compliance with peer review
directives.

Number 1 (Estimated tim e ----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following
items. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

5. The primary reason an auditor requests letters of
inquiry be sent to a client’s attorneys is to provide the
auditor with
a. A description and evaluation of litigation,
claims, and assessments that existed at the date
of the balance sheet.
b. An expert opinion as to whether a loss is
possible, probable, or remote.
c. The opportunity to examine the documentation
concerning litigation, claims, and assessments.
d. Corroboration of the information furnished by
management concerning litigation, claims, and
assessments.

Item
96. One of the generally accepted auditing standards
specifies that the auditor should
a. Inspect all property and equipment acquired
during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex
isting internal accounting controls.
d. Count client petty cash funds.
Answer Sheet

96.

6. Which of the following legal situations would be con
sidered to impair the auditor’s independence?
a. An expressed intention by the present manage
ment to commence litigation against the auditor
alleging deficiencies in audit work for the client,
although the auditor considers that there is
only a remote possibility that such a claim will
be filed.
b . Actual litigation by the auditor against the client
for an amount not material to the auditor or to
the financial statements of the client arising out
of disputes as to billings for management ad
visory services.
c. Actual litigation by the auditor against the
present management alleging management
fraud or deceit.
d . Actual litigation by the client against the auditor
for an amount not material to the auditor or to
the financial statements of the client arising out
of disputes as to billings for tax services.

Items to be Answered
1. Matthews Corp. has changed from a system of
recording time worked on clock cards to a computerized
payroll system in which employees record time in and out
with magnetic cards. The EDP system automatically
updates all payroll records. Because of this change
a. A generalized computer audit program must
be used.
b. Part of the audit trail is altered.
c. The potential for payroll related fraud is
diminished.
d. Transactions must be processed in batches.
2. Purchase cutoff procedures should be designed to
test whether or not all inventory
a. Purchased and received before the end of the
year was paid for.
b . Ordered before the end of the year was received.
c. Purchased and received before the end of the
year was recorded.
d. Owned by the company is in the possession of
the company at the end of the year.

7. The accountant’s report expressing an opinion on
an entity’s system of internal accounting control would
not include a
a. Brief explanation of the broad objectives and
inherent limitations of internal accounting
control.
b . Specific date that the report covers, rather than
a period of time.
c. Statement that the entity’s system of internal
accounting control is consistent with that of the
prior year after giving effect to subsequent
changes.
d. Description of the scope of the engagement.

3. Edwards Corp. uses the last-in, first-out method of
costing for half of its inventory and the first-in, first-out
method of costing for the other half of its inventory.
Because of these recording and reporting methods, the
auditor should issue a(an)
a. Unqualified opinion.
b. Disclaimer of opinion.
c. “ Except for” qualified opinion.
d. “ Subject to ’’ qualified opinion.
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13. An auditor plans to examine a sample of 20 purchase
orders for proper approvals as prescribed by the client’s
internal accounting control procedures. One of the pur
chase orders in the chosen sample of 20 cannot be found,
and the auditor is unable to use alternative procedures to
test whether that purchase order was properly approved.
The auditor should
a. Choose another purchase order to replace the
missing purchase order in the sample.
b. Consider this compliance test invalid and
proceed with substantive tests since internal
accounting control can not be relied upon.
c. Treat the missing purchase order as a deviation
for the purpose of evaluating the sample.
d. Select a completely new set of 20 purchase
orders.

8. After issuance of the auditor’s report, the auditor
has no obligation to make any further inquiries with
respect to audited financial statements covered by that
report unless
a. A final resolution of a contingency that had
resulted in a qualification of the auditor’s report
is made.
b. A development occurs that may affect the
client’s ability to continue as a going concern.
c. An investigation of the auditor’s practice by a
peer review committee ensues.
d. New information is discovered concerning un
disclosed related party transactions of the
previously audited period.
9. An auditor would be most likely to consider express
ing a qualified opinion if the client’s financial statements
include a footnote on related party transactions that
a. Lists the amounts due from related parties in
cluding the terms and manner of settlement.
b. Discloses compensating balance arrangements
maintained for the benefit of related parties.
c. Represents that certain transactions with
related parties were consummated on terms
equally as favorable as would have been obtain
ed in transactions with unrelated parties.
d. Presents the dollar volume of related party
transactions and the effects of any change in the
method of establishing terms from that of the
prior period.

14. One of the major problems in an EDP system is that
incompatible functions may be performed by the same in
dividual. One compensating control for this is the use of
a. A self-checking digit system.
b. Echo checks.
c. A computer log.
d. Computer generated hash totals.
15. The auditor concludes that there is a material incon
sistency in the other information in an annual report to
shareholders containing audited financial statements. If
the client refuses to revise or eliminate the material incon
sistency, the auditor should
a. Revise the auditor’s report to include a separate
explanatory paragraph describing the material
inconsistency.
b. Consult with a party whose advice might in
fluence the client, such as the client’s legal
counsel.
c. Issue a qualified opinion after discussing the
matter with the client’s board of directors.
d. Consider the matter closed since the other in
formation is not in the audited financial
statements.

10. When the auditor is unable to determine the amounts
associated with the illegal acts of client personnel because
of an inability to obtain adequate evidence, the auditor
should issue a(an)
a. “ Subject to ’’ qualified opinion.
b. Disclaimer of opinion.
c. Adverse opinion.
d. Unqualified opinion with a separate ex
planatory paragraph.
11. The principal auditor is satisfied with the in
dependence and professional reputation of the other
auditor who has audited a subsidiary. To indicate the divi
sion of responsibility, the principal auditor should modify
a. Both the scope and opinion paragraphs of the
report.
b. Only the scope paragraph of the report.
c. Only the opinion paragraph of the report.
d. Only the opinion paragraph of the report and
include an explanatory middle paragraph.

16. A CPA purchased stock in a client corporation and
placed it in a trust as an educational fund for the CPA’s
minor child. The trust securities were not material to the
CPA but were material to the child’s personal net worth.
Would the independence of the CPA be considered to be
impaired with respect to the client?
a. Yes, because the stock would be considered a
direct financial interest and, consequently,
materiality is not a factor.
b. Yes, because the stock would be considered an
indirect financial interest that is material to the
CPA’s child.
c. No, because the CPA would not be considered
to have a direct financial interest in the client.
d. No, because the CPA would not be considered
to have a material indirect financial interest in
the client.

12. Where computer processing is used in significant
accounting applications, internal accounting control
procedures may be defined by classifying control pro
cedures into two types: general and
a. Administrative.
b. Specific.
c. Application.
d. Authorization.
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21. After the preliminary phase of the review of a
client’s EDP controls, an auditor may decide not to per
form compliance tests related to the control procedures
within the EDP portion of the client’s internal account
ing control system. Which of the following would not be
a valid reason for choosing to omit compliance tests?
a. The controls appear adequate.
b. The controls duplicate operative controls ex
isting elsewhere in the system.
c. There appear to be major weaknesses that
would preclude reliance on the stated procedure.
d. The time and dollar costs of testing exceed the
time and dollar savings in substantive testing
if the compliance tests show the controls to be
operative.

17. Which of the following best describes what is meant
by generally accepted auditing standards?
a. Pronouncements issued by the Auditing Stan
dards Board.
b. Procedures to be used to gather evidence to
support financial statements.
c. Rules acknowledged by the accounting profes
sion because of their universal compliance.
d. Measures of the quality of the auditor’s
performance.
18. After beginning an audit of a new client, Larkin,
CPA, discovers that the professional competence
necessary for the engagement is lacking. Larkin informs
management of the situation and recommends another
CPA, and management engages the other CPA. Under
these circumstances
a. Larkin’s lack of competence should be con
strued to be a violation of generally accepted
auditing standards.
b. Larkin may request compensation from the
client for any professional services rendered to
it in connection with the audit.
c. Larkin’s request for a commission from the
other CPA is permitted because a more compe
tent audit can now be performed.
d . Larkin may be indebted to the other CPA since
the other CPA can collect from the client only
the amount the client originally agreed to pay
Larkin.

22. The profession’s ethical standards would most likely
be considered to have been violated when the CPA
represents that specific consulting services will be per
formed for a stated fee and it is apparent at the time of
the representation that the
a. CPA would not be independent.
b. Fee was a competitive bid.
c. Actual fee would be substantially higher.
d . Actual fee would be substantially lower than the
fees charged by other CPAs for comparable
services.
23. During a review of the financial statements of a non
public entity, the CPA finds that the financial statements
contain a material departure from generally accepted ac
counting principles. If management refuses to correct the
financial statement presentations, the CPA should
a. Attach a footnote explaining the effects of the
departure.
b . Disclose the departure in a separate paragraph
of the report.
c. Issue a compilation report.
d. Issue an adverse opinion.

19. A violation of the profession’s ethical standards
would most likely occur when a CPA who
a. Is also admitted to the Bar represents on let
terhead to be both an attorney and a CPA.
b. Writes a newsletter on financial management
also permits a publishing company to solicit
subscriptions by direct mail.
c. Is controller of a bank permits the bank to use
the controller’s CPA title in the listing of officers
in its publications.
d . Is the sole shareholder in a professional accoun
tancy corporation that uses the designation ‘‘and
company” in the firm title.

24. The audit work performed by each assistant should
be reviewed to determine whether it was adequately per
formed and to evaluate whether
a. There has been a thorough documentation of
the internal accounting controls.
b. The auditor’s system of quality control has been
maintained at a high level.
c. The assistants’ preliminary judgments about
materiality differ from the materiality levels of
the persons who will rely on the financial
statements.
d. The results are consistent with the conclusions
to be presented in the auditor’s report.

20. Before applying principal substantive tests to the
details of asset and liability accounts at an interim date,
the auditor should
a. Assess the difficulty in controlling incremental
audit risk.
b. Investigate significant fluctuations that have
occurred in the asset and liability accounts since
the previous balance-sheet date.
c. Select only those accounts which can effective
ly be sampled during year-end audit work.
d. Consider the compliance tests that must be
applied at the balance-sheet date to extend the
audit conclusions reached at the interim date.

25. In a study and evaluation of the system of internal
accounting control, the completion of a questionnaire is
most closely associated with which of the following?
a. Tests of compliance.
b. Substantive tests.
c. Preliminary evaluation of the system.
d. Review of the system design.
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26. A part of the auditor’s planning of an audit engage
ment should be a plan to search for
a. Errors or irregularities that would have a
material or immaterial effect on the financial
statements.
b. Errors or irregularities that would have a
material effect on the financial statements.
c. Errors that would have a material effect on the
financial statements, but the auditor need not
plan to search for irregularities.
d. Irregularities that would have a material effect
on the financial statements, but the auditor need
not plan to search for errors.

31. Of the following statements about an internal
accounting control system, which one is correct?
a. The maintenance of the system of internal ac
counting control is an important responsibility
of the internal auditor.
b. Administrative controls relate directly to the
safeguarding of assets and the systems of
authorization and approval.
c. Because of the cost/benefit relationship,
internal accounting control procedures may be
applied on a test basis in some circumstances.
d. Internal accounting control procedures
reasonably ensure that collusion among
employees can not occur.

27. Which of the following control procedures may pre
vent the failure to bill customers for some shipments?
a. Each shipment should be supported by a pre
numbered sales invoice that is accounted for.
b. Each sales order should be approved by
authorized personnel.
c. Sales journal entries should be reconciled to
daily sales summaries.
d. Each sales invoice should be supported by a ship
ping document.

32. The development of constructive suggestions to
clients for improvements in internal accounting control is
a. A requirement of the auditor’s study and evalua
tion of internal accounting control.
b . A desirable by-product of an audit engagement.
c. Addressed by the auditor only during a special
engagement.
d . As important as establishing a basis for reliance
upon the internal accounting control system.

28. The form of communication with a client in a
management advisory service consultation should be
a. Either oral or written.
b. Oral with appropriate documentation in the
work papers.
c. Written and copies should be sent to both
management and the board of directors.
d. Written and a copy should be sent to manage
ment alone.

33. An auditor compares 1985 revenues and expenses
with those of the prior year and investigates all changes
exceeding 10% . By this procedure the auditor would be
most likely to learn that
a. Fourth quarter payroll taxes were not paid.
b. The client changed its capitalization policy for
small tools in 1985.
c. An increase in property tax rates has not been
recognized in the client’s accrual.
d. The 1985 provision for uncollectible accounts
is inadequate because of worsening economic
conditions.

29. If after completing the preliminary phase of the
review of the internal accounting control system the
auditor plans to rely on the system, the auditor should next
a. Trace several transactions through the related
documents and records to observe the related
internal accounting control procedures in
operation.
b. Perform compliance tests to provide reasonable
assurance that the accounting control pro
cedures are being applied as prescribed.
c. Complete the review of the system to determine
whether the accounting control procedures are
suitably designed.
d. Design substantive tests that contemplate
reliance on the system of internal accounting
control.

34. The auditor may conclude that depreciation charges
are insufficient by noting
a. Large amounts of fully depreciated assets.
b. Continuous trade-ins of relatively new assets.
c. Excessive recurring losses on assets retired.
d. Insured values greatly in excess of book values.
35. Comparative financial statements include the finan
cial statements of a prior period which were examined by
a predecessor auditor whose report is not presented. If
the predecessor auditor’s report was qualified, the suc
cessor auditor must
a. Obtain written approval from the predecessor
auditor to include the prior year’s financial
statements.
b. Issue a standard comparative audit report in
dicating the division of responsibility.
c. Express an opinion on the current year
statements alone and make no reference to the
prior year statements.
d . Disclose the reasons for any qualification in the
predecessor auditor’s opinion.

30. Which of the following statistical sampling methods
is most useful to auditors when testing for compliance?
a. Ratio estimation.
b. Variable sampling.
c. Difference estimation.
d. Discovery sampling.

32

Auditing
40. Sound internal accounting control procedures dic
tate that defective merchandise returned by customers
should be presented to the
a. Purchasing clerk.
b. Receiving clerk.
c. Inventory control clerk.
d. Sales clerk.

36. Which of the following statements best describes the
auditor’s responsibility regarding the detection of material
irregularities?
a. Because of the inherent limitations of an audit,
the auditor is not responsible for the failure to
detect material irregularities.
b. The auditor is responsible for the failure to
detect material irregularities when such failure
results from nonperformance of audit pro
cedures specifically described in the engagement
letter.
c. The auditor should extend auditing procedures
to actively search for evidence of material
irregularities where the examination indicates
that material irregularities may exist.
d. The auditor is responsible for the failure to
detect material irregularities when the auditor’s
evaluation of internal accounting control in
dicates that there is no basis for any reliance
thereon.

41. If, after completing the review of the design of in
ternal accounting controls, the auditor plans to rely on
internal accounting control procedures pertaining to plant
asset transactions, the auditor should next
a. Make extensive substantive tests of plant asset
balances.
b. Establish the physical existence of current year
additions.
c. Complete the plant asset section of the internal
accounting control questionnaire.
d. Perform compliance tests of the controls ex
pected to be relied upon.
42. The permanent file section of the working papers
that is kept for each audit client most likely contains
a. Review notes pertaining to questions and com
ments regarding the audit work performed.
b. A schedule of time spent on the engagement by
each individual auditor.
c. Correspondence with the client’s legal counsel
concerning pending litigation.
d. Narrative descriptions of the client’s accounting
procedures and internal accounting controls.

37. After an auditor had been engaged to perform the
first audit for a nonpublic entity, the client requested to
change the engagement to a review. In which of the follow
ing situations would there be a reasonable basis to com
ply with the client’s request?
a. The client’s bank required an audit before com
mitting to a loan, but the client subsequently ac
quired alternative financing.
b. The auditor was prohibited by the client from
corresponding with the client’s legal counsel.
c. Management refused to sign the client represen
tation letter.
d . The auditing procedures were substantially com
plete and the auditor determined that an un
qualified opinion was warranted, but there was
a disagreement concerning the audit fee.

43. An auditor is concerned with completing various
phases of the examination after the balance-sheet date.
This “ subsequent period’’ extends to the date of the
a. Auditor’s report.
b. Final review of the audit working papers.
c. Public issuance of the financial statements.
d. Delivery of the auditor’s report to the client.

38. Alpha Company uses its sales invoices for posting
perpetual inventory records. Inadequate internal account
ing controls over the invoicing function allow goods to
be shipped that are not invoiced. The inadequate controls
could cause an
a. Understatement of revenues, receivables, and
inventory.
b. Overstatement of revenues and receivables, and
an understatement of inventory.
c. Understatement of revenues and receivables,
and an overstatement of inventory.
d. Overstatement of revenues, receivables, and
inventory.

44. A primary advantage of using generalized audit soft
ware packages in auditing the financial statements of a
client that uses an EDP system is that the auditor may
a. Substantiate the accuracy of data through self
checking digits and hash totals.
b. Access information stored on computer files
without a complete understanding of the client’s
hardware and software features.
c. Reduce the level of required compliance testing
to a relatively small amount.
d. Gather and permanently store large quantities
of supportive evidential matter in machine
readable form.

39. In a properly designed accounts payable system, a
voucher is prepared after the invoice, purchase order, re
quisition, and receiving report are verified. The next step
in the system is to
a. Cancel the supporting documents.
b. Enter the check amount in the check register.
c. Approve the voucher for payment.
d. Post the voucher amount to the expense ledger.

45. To achieve good internal accounting control which
department should perform the activities of matching ship
ping documents with sales orders and preparing daily sales
summaries?
a. Billing.
b. Shipping.
c. Credit.
d. Sales order.
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49. The auditor who intends to express a qualified
opinion should disclose all the substantive reasons in a
separate explanatory paragraph of the report, except when
the opinion paragraph
a. Makes reference to a contingent liability.
b. Describes a limitation on the scope of the
examination.
c. Describes the use of an accounting principle at
variance with generally accepted accounting
principles.
d. Makes reference to a change in accounting
principle.

46. What is the continuing auditor’s obligation concern
ing the discovery at an interim date of a material weakness
in the internal accounting control of a client if this same
weakness had been communicated to the client during the
prior year’s audit?
a . The auditor should communicate this weakness
to the client immediately because the discovery
of such weaknesses in internal accounting con
trol is the purpose of a review of interim finan
cial information.
b. The auditor need not communicate this
weakness to the client because it had already
been communicated the prior year.
c. The auditor should communicate this weakness
to the client following completion of the ex
amination unless the auditor decides to com
municate it to the client at the interim date.
d. The auditor should extend the audit procedures
to investigate whether this weakness had any
effect on the prior year’s financial statements.
47. Which of the following flowchart symbols represents
online storage?

50. Which of the following requires recognition in the
auditor’s opinion as to consistency?
a. The correction of an error in the prior
year’s financial statements resulting from a
mathematical mistake in capitalizing interest.
b . The change from the cost method to the equity
method of accounting for investments in com
mon stock.
c. A change in the estimate of provisions for
warranty costs.
d. A change in depreciation method which has no
effect on current year’s financial statements but
is certain to affect future years.

a.

51. An auditor includes a separate paragraph in an
otherwise unqualified report to emphasize that the entity
being reported upon had significant transactions with
related parties. The inclusion of this separate paragraph
a. Violates generally accepted auditing standards
if this information is already disclosed in foot
notes to the financial statements.
b . Necessitates a revision of the opinion paragraph
to include the phrase “ with the foregoing
explanation.’’
c. Is appropriate and would not negate the un
qualified opinion.
d. Is considered an “ except for’’ qualification of
the report.

b.

c.

52. When an independent CPA is associated with the
financial statements of a publicly held entity but has not
audited or reviewed such statements, the appropriate form
of report to be issued must include a(an)
a. Disclaimer of opinion.
b. Compilation report.
c. Adverse opinion.
d. Unaudited association report.

d.

48. When an examination is made in accordance with
generally accepted auditing standards, the auditor should
always
a. Document the auditor’s understanding of the
client’s internal accounting control system.
b. Employ analytical review procedures.
c. Obtain certain written representations from
management.
d. Observe the taking of physical inventory on the
balance sheet date.

53. An auditor evaluates the existing system of internal
accounting control primarily to
a. Ascertain whether employees adhere to
managerial policies.
b. Determine the extent of substantive tests that
must be performed.
c. Determine whether procedures and records con
cerning the safeguarding of assets are reliable.
d . Establish a basis for deciding which compliance
tests are necessary.
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59. When the financial statements are prepared on the
going concern basis but the auditor concludes there is
substantial doubt whether the client can continue in
existence and also believes there are uncertainties about
the recoverability of recorded asset amounts on the finan
cial statements, the auditor may issue a(an)
a. Adverse opinion.
b. “ Except for’’ qualified opinion.
c. “ Subject to ’’ qualified opinion.
d. Unqualified opinion with an explanatory
separate paragraph.

54. Which of the following audit procedures would an
auditor be least likely to perform using a generalized com
puter audit program?
a. Searching records of accounts receivable
balances for credit balances.
b. Investigating inventory balances for possible
obsolescence.
c. Selecting accounts receivable for positive and
negative confirmation.
d. Listing of unusually large inventory balances.
55. A limitation on the scope of the auditor’s examina
tion sufficient to preclude an unqualified opinion will
always result when management
a. Asks the auditor to report on the balance sheet
and not on the other basic financial statements.
b. Refuses to permit its lawyer to respond to the
letter of audit inquiry.
c. Discloses material related party transactions in
the footnotes to the financial statements.
d. Knows that confirmation of accounts receivable
is not feasible.

60. Which of the following is not usually performed by
the accountant in a review engagement of a nonpublic
entity?
a. Writing an engagement letter to establish an
understanding regarding the services to be
performed.
b. Issuing a report stating that the review was
performed in accordance with standards
established by the AICPA.
c. Communicating any material weaknesses
discovered during the study and evaluation of
internal accounting control.
d. Reading the financial statements to consider
whether they conform with generally accepted
accounting principles.

56. When an auditor conducts an examination in accor
dance with generally accepted auditing standards and con
cludes that the financial statements are fairly presented
in accordance with a comprehensive basis of accounting
other than generally accepted accounting principles such
as the cash basis of accounting, the auditor should issue a
a. Disclaimer of opinion.
b. Review report.
c. Qualified opinion.
d. Special report.
57. When an independent accountant issues a comfort
letter to an underwriter containing comments on data that
have not been audited, the underwriter most likely will
receive
a. A disclaimer on prospective financial state
ments.
b. A limited opinion on “ pro form a’’ financial
statements.
c. Positive assurance on supplementary dis
closures.
d. Negative assurance on capsule information.

Number 2 (Estimated tim e----- 15 to 25 minutes)
Jones, CPA, the continuing auditor of Sussex, Inc.,
is beginning the audit of the common stock and treasury
stock accounts. Jones has decided to design substantive
tests without reliance on internal accounting control.
Sussex has no par, no stated value common stock and
acts as its own registrar and transfer agent. During the
past year Sussex both issued and reacquired shares of its
own common stock, some of which the company still
owned at year-end. Additional common stock transactions
occurred among the shareholders during the year.
Common stock transactions can be traced to in
dividual shareholders’ accounts in a subsidiary ledger and
to a stock certificate book. The company has not paid any
cash or stock dividends. There are no other classes of stock,
stock rights, warrants, or option plans.

58. A small client recently put its cash disbursements
system on a microcomputer. About which of the follow
ing internal accounting control features would an auditor
most likely be concerned?
a. Programming of this microcomputer is in
BASIC, although COBOL is the dominant,
standard language for business processing.
b. This microcomputer is operated by employees
who have other, non-data-processing job
responsibilities.
c. The microcomputer terminal is physically close
to the computer and directly connected to it.
d. There are restrictions on the amount of data that
can be stored and on the length of time that data
can be stored.

Required:
What substantive audit procedures should Jones
apply in examining the common stock and treasury stock
accounts?
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Number 3 (Estimated tim e----- 15 to 25 minutes)

Number 4 (Estimated tim e----- 15 to 25 minutes)

Brown & Brown, CPAs, was engaged by the board
of directors of Cook Industries, Inc. to audit Cook’s calen
dar year 1985 financial statements. The following report
was drafted by an audit assistant at the completion of the
engagement. It was submitted to Brown, the partner with
client responsibility for review on March 7 , 1986, the date
of the completion of fieldwork. Brown has reviewed m at
ters thoroughly and properly concluded that an adverse
opinion was appropriate.
Brown also became aware of a March 1 4 , 1986 subse
quent event which the client has properly disclosed in the
notes to the financial statements. Brown wants respon
sibility for subsequent events to be limited to the specific
event referred to in the applicable note to the client’s finan
cial statements.
The financial statements of Cook Industries, Inc.,
for the calendar year 1984 were examined by predecessor
auditors who also expressed an adverse opinion and have
not reissued their report. The financial statements for
1984 and 1985 are presented in comparative form.

Harris, CPA, has been engaged to audit the finan
cial statements of the Spartan Drug Store, Inc. Spartan
is a medium sized retail outlet that sells a wide variety of
consumer goods. All sales are for cash or check. Cashiers
utilize cash registers to process these transactions. There
are no receipts by mail and there are no credit card or
charge sales.
Required:
Construct the “ Processing Cash Collections’’ seg
ment of the internal accounting control questionnaire on
“ Cash Receipts’’ to be used in the evaluation of the system
of internal accounting control for the Spartan Drug Store,
Inc. Each question should elicit either a yes or no response.
Do not discuss the internal accounting controls over cash
sales.

Number 5 (Estimated tim e----- 15 to 25 minutes)

Report of Independent Accountants
To the President of Cook Industries, Inc.

Smith, CPA, has decided to rely on an audit client’s
internal accounting controls affecting receivables. Smith
plans to use sampling to obtain substantive evidence con
cerning the reasonableness of the client’s accounts
receivable balances. Smith has identified the first few steps
in an outline of the sampling plan as follows:

We have examined the financial statements of Cook
Industries, Inc., for the year ended December 31, 1985.
Our examination was made in accordance with generally
accepted auditing standards and, accordingly, included
such tests of the accounting records as we considered
necessary in the circumstances. As discussed in Note K
to the financial statements, the Company has properly
disclosed a subsequent event dated March 14, 1986.
As discussed in Note G to the financial statements,
the Company carries its property and equipment at ap
praisal values, and provides depreciation on the basis of
such values. Further, the company does not provide for
income taxes with respect to differences between finan
cial income and taxable income arising because of the use,
for income tax purposes, of the installment method of
reporting gross profit from certain types of sales.
In our opinion, the financial statements referred to
above do not present fairly the financial position of Cook
Industries, Inc. as of December 31, 1985, or the results
of its operations and changes in its financial position for
the year then ended, applied on a basis consistent with
that of the preceding year.

1.
2.
3.
4.
5.

Determine the audit objectives of the test.
Define the population.
Define the sampling unit.
Consider the completeness of the population.
Identify individually significant items.

Required:
Identify the remaining steps which Smith should in
clude in the outline of the sampling plan. Illustrations and
examples need not be provided.

Brown & Brown, CPAs
March 7, 1986

Required:
Identify the deficiencies in the draft of the proposed
report. Do not redraft the report or discuss corrections.
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EXAMINATION IN BUSINESS LAW
(Commercial Law)
May 9, 1986; 8:30 A.M. to 12:00 M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum Maximum

1 ..........................
2 ..........................
3 ..........................
4 ..........................
5 ..........................

60
10
10
10
10

no
15
15
15
15

130
20
20
20
20

Total

100

170

210

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)

1.

2.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages, consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.
3.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com-

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language may
be considered by the examiners.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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Number 1 (Estimated tim e----- 110 to 130 minutes)

2. Able Sofa, Inc., sent Noll a letter offering to sell Noll
a custom made sofa for $5,000. Noll immediately sent a
telegram to Able purporting to accept the offer. However,
the telegraph company erroneously delivered the telegram
to Abel Soda, Inc. Three days later, Able mailed a letter
of revocation to Noll which was received by Noll. Able
refused to sell Noll the sofa. Noll sued Able for breach
of contract. Able
a. Would have been liable under the deposited
acceptance rule only if Noll had accepted by
mail.
b . Will avoid liability since it revoked its offer prior
to receiving Noll’s acceptance.
c. Will be liable for breach of contract.
d. Will avoid liability due to the telegraph com
pany’s error.

Instructions
Select the best answer for each of the following items.
Use a soft pencil, preferably No. 2, to blacken the ap
propriate circle on the separate printed answer sheet to
indicate your answer. Mark only one answer for each item.
Answer all items. Your grade will be based on the total
number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:
Item
99. The text of the letter from Bridge Builders, Inc., to
Allied Steel Co. follows:

3. Polk is seeking to avoid performing a promise to pay
Lake $800. Polk is relying upon lack of consideration on
Lake’s part sufficient to support his promise. Polk will
prevail if he can establish that
a. Lake’s only claim of consideration was the relin
quishment of a legal right.
b . Prior to Polk’s promise, Lake had already per
formed the requested act.
c. The contract is executory.
d. Lake’s asserted consideration is worth only
$250.

We offer to purchase 10,000 tons of No. 4 steel
pipe at today’s quoted price for delivery two
months from today. Your acceptance must be
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.

4. On May 1, 1985, Mint, a 16-year old, purchased a
sail boat from Sly Boats. Mint used the boat for six months
at which time he advertised it for sale. Which of the follow
ing statements is correct?
a. The sale of the boat to Mint was void, thereby
requiring Mint to return the boat and Sly to
return the money received.
b . The sale of the boat to Mint may be avoided by
Sly at its option.
c. M int’s use of the boat for six months after the
sale on May 1 constituted a ratification of that
contract.
d. Mint may disaffirm the May 1 contract at any
time prior to reaching majority.

Answer Sheet
99.
Items to be Answered
1.
Ted Marx sent Stahl & Co. a signed letter on January
3, 1986 offering to sell his warehouse for $95,000. The
letter indicated that the offer would remain open until
January 3 0 , 1986. On January 26, Stahl wrote Marx that
it would be willing to pay $88,000 for the warehouse. The
letter was received by Marx on January 29. On January
28, Stahl was advised that a similar property had been sold
for $99,0(X). Based on this information, Stahl telephoned
Marx on January 28 and accepted the original offer of
January 3. Marx refused to sell the warehouse to Stahl
for $95,000. Which of the following statements is correct?
a. Stahl’s acceptance on January 28 formed a con
tract which bound Marx to the terms of his
original offer.
b. Marx’s letter dated January 3 is a firm offer
under the UCC.
c. Stahl is barred under the parol evidence rule
from introducing evidence of its oral acceptance
since it contradicts its letter dated January 26.
d. A contract was never formed since Stahl’s letter
of January 26 was a counteroffer which ter
minated Marx’s offer when mailed.

5. Todd is a licensed real estate broker in Ohio. One
of Todd’s largest clients, Sun Corp., contracted in writing
with Todd to find a purchaser for its plant in New York
and agreed to pay him a 6% commission if he were suc
cessful. Todd located a buyer who purchased the plant.
Unknown to Todd, New York has a real estate broker’s
licensing statute which is regulatory in nature, intended
to protect the public against unqualified persons. Todd
violated the licensing statute by failing to obtain a New
York license. If Sun refuses to pay Todd any commission
and Todd brings an action against Sun, he will be entitled
to recover
a. Nothing.
b. A fee based on the actual hours spent.
c. The commission agreed upon.
d. Out of pocket expenses only.
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10. Carter owns a parcel of land. Smith, one of
Carter’s closest friends and an attorney, has persuaded
Carter to sell the land to Smith at a price substantially
below fair market value. At the time Carter sold the land
he was resting in a nursing home recovering from a serious
illness. If Carter desires to set aside the sale, which of the
following causes of action is most likely to be successful?
a. Duress.
b. Undue influence.
c. Fraud.
d. Misrepresentation.

6. On April 3 , 1985, Fier entered into an oral employ
ment contract with Reich, whereby Reich was hired as a
sales manager for a term of one year. Although Fier and
Reich did not agree to a definite starting date, Fier in
dicated that Reich could begin employment that same day
or any time prior to April 15, 1985. Reich began working
on April 10. On June 15, 1985, Reich was fired without
cause. If Reich sues for breach of the employment con
tract and Fier asserts the statute of frauds as a defense,
Reich will
a. Prevail since the contract was capable of being
performed within one year.
b. Prevail since the UCC statute of frauds applies.
c. Lose since the contract was not in writing and
signed by Fier.
d . Lose since Reich did not begin employment until
April 10.

11. On May 6, Maple entered into a signed contract with
Ard, whereby Maple was to sell Ard a painting having a
fair market value of $350,000 for $130,000. Maple believed
the painting was worth only $130,000. Unknown to either
party the painting had been destroyed by fire on May 4.
If Ard sues Maple for breach of contract, Maple’s best
defense is
a. Risk of loss had passed to Ard.
b. Lack of adequate consideration.
c. Mutual mistake.
d. Unconscionability.

7. Simon has been sued by Major for breach of a real
estate contract. Simon has raised the statute of limitations
as a defense to M ajor’s lawsuit. Under the circumstances,
the statute of limitations
a. Runs continuously under all circumstances com
mencing at the time the contract is breached.
b. Does not apply to the contract between Simon
and Major because it involves real estate.
c. Will prevent recovery where the time set forth
in the statute has expired.
d. Is four years in all states.

12. Price and White entered into an all-inclusive writ
ten contract involving the purchase of a building. Their
written agreement contained provisions concerning
renovation work to the building to be completed by Price.
This aspect of the written contract was modified by a con
temporaneous oral agreement between the parties. Price
relies upon the parol evidence rule to support his position
that the written contract is binding on the parties. Which
of the following is correct?
a. Since the statute of frauds was satisfied in
respect to the contract for the purchase of the
building, the parol evidence rule does not apply.
b. Since the oral agreement related to the same
subject matter as the written contract, the parol
evidence rule does not apply.
c. White will be precluded from introducing into
evidence proof of the oral agreement because
of the parol evidence rule.
d. The parol evidence rule does not apply to con
temporaneous oral agreements.

8. Sardy, a famous football player, was asked to
autograph a pad of paper held by Maple. Unknown to
Sardy, Maple had carefully concealed a contract for the
sale of Sardy’s home to Maple in the pad which Sardy
signed. If Maple seeks to enforce the contract, Sardy’s
best defense to have the contract declared void would be
a. Fraud in the inducement.
b. Fraud in the execution.
c. Mistake.
d. Duress.
9. Ted Nix purchased two acres of land from Sally Pine.
Nix paid 15% at the closing and gave his note for the
balance secured by a 30-year mortgage. Five years later,
Nix found it increasingly difficult to make payments on
the note and finally defaulted. Pine threatened to ac
celerate the loan and foreclose if Nix continued in default.
Pine told Nix either to get the money or obtain an accept
able third party to assume the obligation. Nix offered the
land to Quick Co. for $4,000 less than the equity Nix had
in the property. This was acceptable to Pine and at the
closing Quick paid the arrearage, executed a new mort
gage and note, and had title transferred to its name. Pine
surrendered Nix’s note and mortgage to him. The trans
action in question is a(an)
a. Third party beneficiary contract.
b. Novation.
c. Purchase of land subject to a mortgage.
d. Assignment and delegation.

13. Barr entered into a contract with Gray which required
Gray to construct a warehouse on land owned by Barr.
The contract specifically provided for Gray to use Apex
Corp. pipe fittings for all the plumbing. Gray failed to
use Apex pipe fittings. Apex had learned of the contract
between Barr and Gray and, in anticipation of receiving
an order from Gray, manufactured additional pipe fit
tings. Apex is
a. Entitled to money damages due to Gray’s breach
of contract.
b. Entitled to money damages since it changed its
position to its detriment by relying on the
contract.
c. Not entitled to money damages since it is
merely a donee beneficiary.
d. Not entitled to money damages since it is
merely an incidental beneficiary.
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18. Which of the following statements is correct regard
ing social security benefits?
a. Retirement benefits paid in excess of the recip
ient’s contributions will be included in the deter
mination of the recipient’s federal taxable in
come regardless of his gross income.
b. Upon the death of the recipient, immediate
family members within certain age limits are en
titled to a death benefit equal to the unpaid por
tion of the deceased recipient’s contributions.
c. Retirement benefits are fully includable in the
determination of the recipient’s federal taxable
income if his gross income exceeds certain max
imum limitations.
d. Individuals who have made no contributions
may be eligible for some benefits.

14. Sable Corp. has $500,000 of outstanding accounts
receivable. On July 10, 1985, Sable assigned a $50,000
account receivable due from Baker, one of Sable’s
customers, to Rich Bank for value. On July 15, Baker paid
Sable the $50,000. On July 17, Rich notified Baker of the
July 10 assignment from Sable to Rich. Rich is entitled
to collect $50,000 from
a. Sable only.
b. Baker only.
c. Neither Sable nor Baker.
d. Either Sable or Baker.
15. Where the parties to a contract wish to cancel their
contract and be in the same position as they were prior
to forming the contract, they should seek to obtain a(an)
a. Rescission.
b. Novation.
c. Accord and satisfaction.
d. Revocation.

19. A primary purpose of the registration requirements
of the Securities Act of 1933 is to
a. Ensure investors receive fair value for their
investments.
b . Provide investors with information concerning
a public offering of securities so that they can
make informed investment decisions.
c. Detect and prevent a public offering of securities
where management fraud and unethical conduct
is suspected to be present.
d. Prevent the offering of securities considered to
be unsound.

16. With respect to federal unemployment taxes and
unemployment compensation, which of the following
statements is correct?
a. The Federal Unemployment Tax Act requires
both the employer and employee to make
payments to an approved state unemployment
fund.
b. Federal unemployment taxes are offset by a
credit equal to the amount the employer con
tributes to an approved state unemployment
fund.
c. Unemployment compensation received in excess
of the employer’s contributions is, in all cases,
fully includable in the recipient’s gross income
for federal income tax purposes.
d. Payments made by a corporate employer for
federal unemployment taxes are deductible as
a business expense for federal income tax
purposes.

20. A requirement of a private action to recover
damages for violation of the registration requirements
of the Securities Act of 1933 is that
a. The securities be purchased from an under
writer.
b. A registration statement has been filed.
c. The issuer or other defendants commit either
negligence or fraud in the sale of the securities.
d. The plaintiff has acquired the securities in
question.

17. Farr, an employee of Sand Corp., was involved in
an accident with Wohl, an independent contractor. Wohl
was making a delivery for Byrd Corp. when Farr negli
gently passed through a red light resulting in the accident
and injuries to Wohl and Farr. The accident occurred dur
ing Farr’s regular working hours and in the course of Farr’s
employment. If Sand and Byrd have complied with the
state’s workers’ compensation laws, which of the follow
ing is correct?
a. Farr will either be denied workers’ compensa
tion benefits or have his benefits reduced due
to his negligence.
b. Farr will be denied workers’ compensation
benefits since Sand was free from any wrong
doing.
c. Wohl will be denied workers’ compensation
benefits under Sand’s or Byrd’s workers’ com
pensation policy.
d. Wohl will be denied workers’ compensation
benefits due to the fellow-servant rule.

21. Which of the following provisions of the Securities
Exchange Act of 1934 applies despite the fact that a cor
poration’s securities are exempt from registration?
a. The anti-fraud provisions.
b . The provisions dealing with the filing of periodic
and annual reports.
c. The proxy provisions.
d. The provisions imposing internal accounting
controls.
22.
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Regulation D under the Securities Act of 1933
a. Eliminates all small offerings made pursuant to
Regulation A of the Securities Act of 1933.
b. Permits an exempt offering by a corporation
even though it is a “ reporting” corporation
under the Securities Exchange Act of 1934.
c. Is limited to offers and sales of common stock
which do not exceed $5 million.
d. Is exclusively available to “ small business cor
porations” as defined by Regulation D.

Business Law
27. Insofar as the requirements for a given instrument
to qualify as negotiable under the UCC
a. It is impossible to make an instr ument negotiable
unless the requirements for negotiability under
Article 3 (Commercial Paper) are met.
b. The requirements for qualifying as negotiable
commercial paper may be satisfied by a state
ment of the maker or drawer which clearly
manifests an intent that the instrument be
treated as a negotiable instrument.
c. The maker is prevented from indicating the
transaction out of which the instrument arose
or the account to be charged without rendering
the instrument non-negotiable.
d . The requirements do not preclude an instrument
from qualifying as negotiable commercial paper
despite the fact that there is doubt whether it
is a draft or a note.

23. Under the provisions of the Securities Exchange Act
of 1934, corporations whose common stock is listed on
a national stock exchange
a. Must submit Form 10-K to the SEC except in
those years in which the corporation has made
a public offering.
b. Must distribute copies of Form 10-K to its
shareholders.
c. Are subject to having the registration of their
securities suspended or revoked.
d. Are prohibited from making private placement
offerings.
24. Dee is the owner of 12% of the shares of common
stock of D & M Corporation which she acquired in 1975.
She is the treasurer and a director of D & M. The corpora
tion registered its securities in 1984 and made a public
offering pursuant to the Securities Act of 1933. If Dee
decides to sell part of her holdings in D & M, the shares
a. Would be exempt from registration since the
corporation previously registered them within
three years.
b . Must be registered regardless of the amount sold
or manner in which they are sold.
c. Would be exempt from registration because she
is not an issuer.
d . Must be registered if Dee sells 50% of her shares
through her broker to the public.

28.

April 12, 1986

Clark Novelties, Inc.
29 State Street
Spokane, Washington

25. Which of the following classes of securities or types
of transactions are exempt from registration under the
Securities Act of 1933?
a. Transactions by any person other than an issuer,
underwriter, or dealer.
b. The sale of securities by a “ control person.”
c. Non-voting, non-cumulative preferred stock.
d. Collateralized bonds of public utilities.
26.

Frank Supply Co. held the following instrument:

Pay to the order of Frank Supply Co. on April 3 0 , 1986
ten thousand and 00/100 dollars ($10,000.00).
Smith Industries, Inc.
J.C. Kahn,

An instrument reads as follows:

ACCEPTED:

President

Clark Novelties, Inc.

Mitchell Clark, President
Pay
April 1, 1986
to the
Order of Donald Kent, Fifteen days after date, $100.00
One hundred and n o /100

Date:

April 20, 1986

Dollars
As a result of an audit examination of this instrument
which was properly endorsed by Frank to your client, it
may be correctly concluded that

Union Corp.
Ridgefield, Connecticut
re: down payment on auto purchase

a.

Smith was primarily liable on the instrument
prior to acceptance.
b. The instrument is non-negotiable and thus no
one has rights under the instrument.
c. No one was primarily liable on the instrument
at the time of issue, April 12, 1986.
d. Upon acceptance, Clark Novelties, Inc. became
primarily liable and Smith was released from all
liability.

The instrument
a. Is non-negotiable since it incorporates the auto
purchase transaction by reference.
b. Is a negotiable time draft.
c. Is a negotiable sight draft.
d. Is a non-negotiable trade acceptance.
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34.

The UCC Sales Article applies
a. To a contract for personal services.
b. To the sale of patents.
c. To the sale of goods only if the buyer and seller
are merchants.
d. To the sale of specially manufactured goods.
35. Which of the following factors will be most impor
tant in determining if an express warranty has been
created?
a . Whether the seller intended to create a warranty.
b . Whether the promises made by the seller became
part of the basis of the bargain.
c. Whether the sale was made by a merchant in the
regular course of business.
d . Whether the statements made by the seller were
in writing.
36. On May 1, Frost entered into a signed contract for
the sale of 5,000 pounds of sugar to Kemp Co. at 30¢ per
pound. Delivery was to be made on June 10. Due to a sud
den rise in sugar prices, Frost sent Kemp a letter stating
that it would not sell the sugar to Kemp. Kemp received
the letter on May 15 at which time the market price of
sugar was 40¢ per pound. Although Kemp could have
reasonably purchased sugar elsewhere in the market, it
chose not to do so. On June 10, the market price of sugar
was 50¢ per pound. In addition to incidental damages,
Kemp is entitled to damages of
a. $500.
b. $500 plus consequential damages.
c. $1,000.
d. $1,000 plus consequential damages.

29. The UCC Article on Commercial Paper requires that
an instrument, to be negotiable, must “ contain an uncon
ditional promise or order to pay . . . .’’The requirement
is met by which of the following?
a. “ I hereby acknowledge my debt to the payee.”
b. “ I hereby assign all my rights to collect all
monies due on the instrument.”
c. “ Pay to bearer” contained in a draft.
d. An endorsement which reads ‘‘pay to the order
of . . . . ”
30. Karr transferred a negotiable instrument payable to
his order to Watson for value. Karr did not endorse the
instrument. As a result of the transfer, Watson
a. Obtains such rights as the transferor had in all
cases.
b. Can become a holder only if the instrument is
endorsed and delivered at the same time.
c. Is presumed to be the owner of the instrument
since he gave value.
d. Is entitled to an unqualified endorsement by
Karr.
31. The status of a holder in due course as opposed to
a mere holder of a negotiable instrument
a. Is of little consequence as a practical matter.
b. Eliminates the necessity of making due present
ment or giving notice of dishonor.
c. Allows the holder in due course to overcome cer
tain defenses that can not be overcome by a mere
holder.
d. Allows the further negotiation of the instru
ment.
32.

37. Wills, engaged in the business of selling appliances,
borrowed $5,000 from Hart on January 20, 1986. Wills
executed a promissory note for that amount and pledged
all of his customer installment receivables as collateral for
the loan. Wills executed a security agreement which
described the collateral, but Hart did not file a financing
statement. With respect to this transaction
a. The UCC Article on Secured Transactions does
not apply because Hart failed to file a financ
ing statement.
b. Attachment of the security interest did not
occur because Hart failed to file a financing
statement.
c. Attachment of the security interest took place
when Wills executed the security agreement.
d. Perfection of the security interest occurred
despite H art’s failure to file a financing
statement.
38. The UCC establishes the rights of a secured creditor
of a merchant in relation to various types of third parties.
Regarding these third parties, which of the following is
most likely to have an interest superior to that of a secured
party who has a prior perfected security interest?
a. Purchasers from the merchant in the ordinary
course of business.
b. General creditors of the merchant.
c. Lien creditors of the merchant.
d. Trustee in bankruptcy.

Under the UCC a warehouse receipt
a. May be issued only by a bonded and licensed
warehouseman.
b. Will not be negotiable if it contains a contrac
tual limitation on the warehouseman’s liability.
c. Is negotiable if by its terms the goods are to be
delivered to bearer or the order of a named
person.
d. May qualify as both a negotiable warehouse
receipt and negotiable commercial paper if the
instrument is payable, alternatively, in money
or by the delivery of goods.

33. Tint is suing the manufacturer, the wholesaler, and
the retailer for bodily injuries caused by a snowblower Tint
purchased. Under the theory of strict liability
a. Contributory negligence on Tint’s part will
always be a bar to recovery.
b. Privity will be a bar insofar as the wholesaler
is concerned if the wholesaler did not have a
reasonable opportunity to inspect.
c. Tint may recover despite the fact that he can not
show that any negligence was involved.
d. The manufacturer will avoid liability if it can
show it followed the custom of the industry.
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39. Cross has an unperfected security interest in the in
ventory of Safe, Inc. The unperfected security interest
a. Is superior to the interest of subsequent lenders
who obtain a perfected security interest in the
property.
b. Is subordinate to lien creditors of Safe who
become such prior to any subsequent perfection
by Cross.
c. Causes Cross to lose important rights against
Safe as an entity.
d. May only be perfected by Cross filing a financ
ing statement.

Items 43 and 44 are based on the following information:
Abel, Boyd, and Cox are relatives who own a parcel
of undeveloped land as joint tenants with right of survivor
ship. Abel sold his interest in the land to Zahn.
43.

40. Myles Software, Inc., a wholesale distributor of soft
ware computer products, borrowed $100,000 from the
Gem Finance Co. secured by Myles’ present and future
inventory and accounts receivable and the proceeds
thereof. The parties signed a financing statement which
described the collateral and was filed in the appropriate
state office. Myles subsequently defaulted in the repay
ment of the loan and Gem attempted to enforce its securi
ty interest. Myles contended that Gem’s security interest
was unenforceable. In addition, Johns, who subsequent
ly gave credit to Myles without knowledge of Gem’s secur
ity interest, is also attempting to defeat Gem’s alleged
security interest. The security interest in question is
a. Valid in respect to Myles but not as to Johns.
b. Invalid in respect to both Myles and Johns.
c. Invalid in respect to Myles but not as to Johns.
d. Valid in respect to both Myles and Johns.

As a result of the sale from Abel to Zahn,
a. Zahn will acquire a ⅓ interest in the land as a
joint tenant.
b. Zahn will acquire a ⅓ interest in the land as a
tenant in common.
c. Boyd and Cox will each own a interest in the
land as tenants in common.
d. Boyd and Cox must consent before Zahn will
acquire any interest in the land.

44. If both Boyd and Zahn die, which of the following
is correct with respect to the ownership of the land?
a. Cox and Zahn’s heirs are tenants in common
with ownership interests as follows: Cox ⅔ and
Zahn’s heirs ⅓ .
b. Cox and Zahn’s heirs are joint tenants with
ownership interests as follows: Cox Vi and
Zahn’s heirs ⅓ .
c. Cox, Boyd’s heirs, and Zahn’s heirs each own
a Vi interest as tenants in common.
d. Cox owns the entire interest.

41. Mack & Watts, CPAs, wishes to relocate its office.
Its existing lease is for four years, with one year remain
ing. Its landlord is not agreeable to canceling the lease.
The lease also prohibits a sublease without the landlord’s
consent but is silent as to an assignment. Mack & Watts
has found a financially responsible and respectable pro
spective subtenant but is convinced that the landlord will
not consent to a sublease. Which of the following
statements is correct?
a. A sublease without the landlord’s consent would
not be a breach of the lease.
b. An assignment by Mack & Watts would be a
breach of the lease.
c. An assignment by Mack & Watts would not
relieve it of liability under the lease.
d. A sublease with the landlord’s consent would
relieve Mack & Watts of liability under the lease.

45. Frey Products, Inc., leased ten lathes from Tri Corp.,
a manufacturer of lathes. The lease provided for monthly
payments of $2,000 per month for 60 months. Frey has
an option to purchase the ten lathes for $200 upon com
pletion of the 60 payments. Tri has accounted for this lease
as a sales-type lease and Frey has accounted for this lease
as a capital lease. Assuming Frey exercises the option,
which of the following statements is correct?
a. Frey lacks an insurable interest in the lathes
until it exercises the option to purchase them.
b. The lease agreement represents a purchase
money security interest which is automatically
perfected without the necessity of filing a finan
cing statement.
c. In order to have an enforceable lease Tri must
file a security agreement.
d . Title to the lathes passed to Frey prior to the time
Frey exercised the option.

42. In order for a deed to be effective between the pur
chaser and seller of real estate, the deed must be
a . Delivered by the seller with an intent to transfer
title.
b. Recorded within the permissible statutory time
limits.
c. In writing and signed by the seller and purchaser.
d. Essentially in the same form as the contract for
purchase and sale and include the actual sales
price.

46. Dash has agreed to sell a warehouse for $300,000
to Bosch. The contract provided that Dash will convey
to Bosch whatever interest Dash may have in the
warehouse. Under the terms of the contract, Bosch is en
titled to receive a(an)
a. Insurable deed.
b. Quitclaim deed.
c. General warranty deed.
d. Special warranty deed.
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51. Ed Roth, a retired businessman, plans to travel
extensively during the upcoming year. Roth is concerned
that he may not be able to handle the daily activities
associated with his financial affairs. As a solution, Roth
created a trust and transferred most of his investment
assets to Long Bank, as trustee, naming himself as the
trust’s sole beneficiary. Which of the following statements
is correct?
a. The trust is invalid under the merger doctrine
since the creator and the beneficiary are the same
person.
b. Long has a fiduciary duty to the trust but not
to Roth as beneficiary.
c. Roth has created a testamentary trust.
d. Roth has created an inter vivos trust.

47. Which of the following statements pertaining to a
mortgage on a building is incorrect?
a. The mortgagor customarily retains legal title to
the building despite the mortgage.
b. The recording of the mortgage is necessary to
validate the rights and liabilities of the m ort
gagor and mortgagee against each other.
c. The mortgage must be in writing and signed by
the mortgagor.
d . The mortgage must contain a description of the
property subject to the mortgage.
48. Which of the following statements regarding the
recording of a real estate mortgage in a state having a
notice-race statute is correct?
a. By recording, the mortgagee will acquire addi
tional rights against the mortgagor.
b. The mortgagee must file a financing statement
with the appropriate state agency.
c. The recording of a mortgage is necessary to
defeat the claims of a purchaser for value who
had knowledge of the mortgage.
d. The recording of the mortgage will be impor
tant in determining priority among parties who
claim an interest in the real estate.

52. Ryan is the trustee of the Carr Family Trust. The
assets of the trust are various income-producing real estate
properties. The trust instrument is silent as to the alloca
tion of items between principal and income. Among the
items to be allocated by Ryan during the first year were
depreciation and the cost of a new roof. Which are prop
erly allocable to income?

a.
b.
c.
d.

Depreciation
No
Yes
Yes
No

Cost o f a new roof
No
No
Yes
Yes

49. Glenn borrowed $80,000 from City Bank. He
executed a promissory note and secured the loan with a
mortgage on business real estate he owned as a sole
proprietor. Glenn neglected to advise City that he had
previously mortgaged the property to Ball, who had
failed to record his mortgage. City promptly recorded its
mortgage. Subsequently, Glenn conveyed his business
assets including the property to a newly-created corpora
tion in exchange for all of its stock. Which of the follow
ing is correct?
a. Ball’s mortgage is prior in time and would take
priority over City’s mortgage.
b. Glenn’s corporation will take the property sub
ject to both mortgages.
c. The corporation will be deemed to have assumed
both mortgages.
d. On foreclosure, Glenn could not be called upon
to pay City any deficiency.

53. Which of the following statements is correct with
respect to a trustee?
a. The trustee is liable for losses which result from
a delegation of any duty by him.
b . The trustee can not purchase property from the
trust even if the trust instrument authorizes it.
c. In the absence of a provision otherwise in the
trust instrument, the trustee has the responsibili
ty to invest the trust property so as to produce
income.
d. The trustee will be free from personal liability
with regard to all contracts entered into by him
on behalf of the trust and on debts incurred by
the trust.

50. Wax Corp. owns a warehouse which has a fair
market value of $70,000. Arco Bank is holding a first
mortgage and Stark Finance a second mortgage on the
warehouse. Wax has discontinued payments to Arco and
Stark. As a result, Arco, which has an outstanding m ort
gage of $60,000, and Stark, which has an outstanding
mortgage of $15,000, have foreclosed on their respective
mortgages. If the warehouse is properly sold to Dean at
a judicial sale for $70,000, after expenses,
a. Dean will take the warehouse subject to the un
satisfied portion of any mortgage.
b. Stark will receive $10,000 out of the proceeds.
c. Arco will receive $56,000 out of the proceeds.
d. Stark has a right of redemption after the judicial
sale.

54. Okun, a major shareholder in Stale Corp., placed
all of his shares of stock in a trust for the benefit of his
three children. The purpose of the trust was to provide
an entity through which the dividends paid on the stock
would pass to his children for their lives. The trust instru
ment was silent as to whether Okun may terminate the
trust. If Okun wishes to terminate the trust, he may
a. Not do so since the trust instrument is silent on
this point.
b. Not do so since a trust may only be terminated
with court permission.
c. Do so since such a right is impliedly reserved by
Okun.
d . Do so only if the trustee also agrees to terminate
the trust.
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58. Noll Corp. and Orr Co. are contemplating entering
into an unincorporated joint venture. Such a joint venture
a. Will be treated as a partnership in most im
portant legal respects.
b. Must be dissolved upon completion of a single
undertaking.
c. Will be treated as an association for federal in
come tax purposes and taxed at the prevailing
corporate rates.
d . Must file a certificate of limited partnership with
the appropriate state agency.

Items 55 and 56 are based on the following information:
Ted Fein, a partner in the ABC Partnership, wishes to
withdraw from the partnership and sell his interest to Gold.
All of the other partners in ABC have agreed to
admit Gold as a partner and to hold Fein harmless for
the past, present, and future liabilities of ABC. A provi
sion in the original partnership agreement states that the
partnership will continue upon the death or withdrawal
of one or more of the partners.

55. A s a result of Fein’s withdrawal and Gold’s admis
sion to the partnership, Gold
a. Is personally liable for partnership liabilities
arising before and after his admission as a
partner.
b. Has the right to participate in the management
of ABC.
c. Acquired only the right to receive Fein’s share
of the profits of ABC.
d. Must contribute cash or property to ABC in
order to be admitted with the same rights as the
other partners.

59. Borg is the vice-president of purchasing for Crater
Corp. He has authority to enter into purchase contracts
on behalf of Crater provided that the price under a con
tract does not exceed $2 million. Dent, who is the presi
dent of Crater, is required to approve any contract that
exceeds $2 million. Borg entered into a $2.5 million pur
chase contract with Shady Corp. without Dent’s approval.
Shady was unaware that Borg exceeded his authority.
Neither party substantially changed its position in reliance
on the contract. What is the most likely result of this
transaction?
a . Crater will be bound because of Borg’s apparent
authority.
b . Crater will not be bound because Borg exceeded
his authority.
c. Crater will only be bound up to $2 million, the
amount of Borg’s authority.
d. Crater may avoid the contract since Shady has
not relied on the contract to its detriment.

56. The agreement to hold Fein harmless for all past,
present, and future liabilities of ABC will
a. Prevent partnership creditors from holding Fein
personally liable only as to those liabilities of
ABC existing at the time of Fein’s withdrawal.
b . Prevent partnership creditors from holding Fein
personally liable for the past, present, and future
liabilities of ABC.
c. Not affect the rights of partnership creditors to
hold Fein personally liable for those liabilities
of ABC existing at the time of his withdrawal.
d. Permit Fein to recover from the other partners
only amounts he has paid in excess of his propor
tionate share.

60. Cox engaged Datz as her agent. It was mutually
agreed that Datz would not disclose that he was acting
as Cox’s agent. Instead he was to deal with prospective
customers as if he were a principal acting on his own
behalf. This he did and made several contracts for Cox.
Assuming Cox, Datz or the customer seeks to avoid liabili
ty on one of the contracts involved, which of the follow
ing statements is correct?
a. Cox must ratify the Datz contracts in order to
be held liable.
b. Datz has no liability once he discloses that Cox
was the real principal.
c. The third party can avoid liability because he
believed he was dealing with Datz as a principal.
The third party may choose to hold either Datz
or Cox liable.

57. Todd and Reed entered into a written partnership
agreement to operate a retail clothing store. Their agree
ment was silent as to the duration of the partnership. Todd
wishes to dissolve the partnership. Which of the follow
ing statements is correct?
a . Todd may dissolve the partnership at any time.
b. Todd may dissolve the partnership only after
notice of the proposed dissolution is given to all
partnership creditors.
c. Todd may not dissolve the partnership unless
Reed consents.
d . Todd must apply to a court and obtain a decree
ordering the dissolution unless Reed consents.
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Number 3 (Estimated time

Number 2 (Estimated tim e----- 15 to 20 minutes)

King Department Store is in the business of selling
men’s and ladies’ apparel. Ward & C o., CPAs, while per
forming its year-end audit of King, reviewed the follow
ing agreements which King entered into with Lutz, its
largest supplier of merchandise, in December, 1985:

Tyler Corp. is insolvent. It has defaulted on the pay
ment of its debts and does not have assets sufficient to
satisfy its unsecured creditors. Slade, a supplier of raw
materials, is Tyler’s largest unsecured creditor and is suing
Tyler’s auditors, Field & Co., CPAs. Slade had extended
$2 million of credit to Tyler based on the strength of Tyler’s
audited financial statements. Slade’s complaint alleges that
the auditors were either (1) negligent in failing to discover
and disclose fictitious accounts receivable created by
management or (2) committed fraud in connection there
with. Field believes that the financial statements of Tyler
were prepared in accordance with GAAP and, therefore,
its opinion was proper. Slade has established that:

•

On December 24, 1985, King entered into a sale or
return contract with Lutz. King received delivery of
the goods on December 28, 1985.
On December 26, 1985, King signed an agreement to
purchase 20 fur coats from Lutz for $20,000. The con
tract required King to promptly pick up the goods at
Lutz’s warehouse. On December 31, 1985, King ar
rived at Lutz’s warehouse, paying Lutz the $20,000.
Lutz tendered delivery of the furs but King refused
to take possession since its truck was experiencing
mechanical difficulties. The following day, King ar
rived to pick up the coats and was informed that a
fire destroyed the furs on December 31.

The accounts receivable were overstated by $10
million.
Total assets were reported as $24 million of which
accounts receivable were $16 million.

On December 30, 1985, King entered into two con
tracts to purchase merchandise from Lutz. The con
tracts required that Lutz ship the goods by common
carrier to King the following day, which it did. The
shipping terms of the first contract were “ F.O.B.
King’s Department Store” . The second contract in
cluded the shipping term “ C .I.F .” (cost, insurance,
and freight). Both shipments arrived at King’s business
on January 2, 1986.

The auditors did not follow their own audit program
which required that confirmation requests be sent to
an audit sample representing 80% of the total dollar
amount of outstanding receivables. Confirmation re
quests were sent to only 45%.
The responses which were received represented only
20% of the total dollar amount of outstanding
receivables. This was the poorest response in the
history of the firm, the next lowest being 60%. The
manager in charge of the engagement concluded that
further inquiry was necessary. This recommendation
was rejected by the partner in charge.

King has adopted a calendar year for accounting purposes.
Flaxx, the partner in charge of the audit, wishes to resolve
the following issues pertaining to each of the transactions
with Lutz:

Field had determined that a $300,000 account
receivable from Dion Corp. was non-existent. Tyler’s
explanation was that Dion had reneged on a purchase
contract before any products had been shipped. At
Field’s request Tyler made a reversing entry to
eliminate this overstatement. However, Field accepted
Tyler’s explanation as to this and several similar
discrepancies without further inquiry.
Slade asserts that Field is liable:
•
•

15 to 20 minutes)

As a result of negligence in conducting the audit.
As a result of fraud in conducting the audit.

•

Who bears the risk of loss in each of the above trans
actions as of December 31, 1985?

•

Whether title to the goods received by King as a result
of the December 24 and December 30 contracts passed
to King by December 31, 1985, and therefore should
be included in King’s ending inventory.

•

Who is liable for the expenses relating to the transpor
tation of the goods on the December 30 contracts?

The contracts between Lutz and King did not address
the issues raised by Flaxx.

Required: Answer the following, setting forth reasons
for any conclusions stated.
Discuss Slade’s assertions and the defenses which
might be raised by Field.

Required: Answer the following, setting forth reasons
for any conclusions stated.
Discuss the issues raised by Flaxx.
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Number 4 (Estimated tim e----- 15 to 20 minutes)

Number 5 (Estimated tim e----- 15 to 20 minutes)

Major formed the Dix Corp. for the purpose of
operating a business to repair, install, and sell used
refrigerators. Major is the sole shareholder and president
of Dix, Major owns 2,000 shares of $10 par value com
mon stock. He paid for 1,000 of these shares by transfer
ring to Dix property with a fair market value of $3,500
and his promissory note for $2,500 due and payable on
June 1 , 1988. He also received at a later date 1,000 shares
in consideration of services rendered to Dix fairly valued
at $7,000 and his agreement to render specific additional
services starting with January 1, 1987 which are fairly
valued at $1,000. The promissory note has not been paid
nor have the additional services been rendered.
Fox, a customer of Dix, was seriously injured when
a refrigerator negligently repaired by Major on behalf of
Dix caught fire. Dix has $5(X),(X)0 of liability insurance
covering itself and its employees for such occurrences. Fox
wishes to hold Major personally liable since Dix has in
sufficient assets and insurance to pay Fox’s claim.
Pine, one of Dix’s largest creditors, has asserted
claims against Major, individually, claiming that Major is:
• Personally liable to the extent of $6,000 for the com
mon shares issued to him.
• Personally liable for all of the debts of Dix because
he instructed several of Dix’s customers to make
checks payable to the order of Major which were
deposited in his individual account and not recorded
on the corporate books.

Ed Walsh, a sole proprietor, filed a petition in
bankruptcy under the liquidation provisions of Chapter
7 of the Bankruptcy Code. Salam Corp,, one of Walsh’s
largest creditors, wishes to prevent Walsh from receiving
a discharge in bankruptcy or in the alternative to have its
debt excepted from a discharge. Salam asserts to the trustee
in bankruptcy that:
• Walsh neither listed nor scheduled Salam’s debt at
anytime during the bankruptcy proceeding.
• Walsh failed to preserve his financial records which
are necessary to ascertain his financial condition.
• Walsh obtained money from Salam by using false
financial statements.
Required: Answer the following, setting forth reasons
for any conclusions stated.
a. Discuss the assertions of Salam, indicating the
consequences if such assertions are proven correct,
b. If Walsh obtains a discharge in bankruptcy and
certain creditors of Walsh wish to have the discharge
revoked, discuss the various bases upon which such revoca
tion may be granted, indicating who may request the
revocation and the time within which an action requesting
such revocation must be made.

Required: Answer the following, setting forth reasons
for any conclusions stated.
a. Discuss M ajor’s liability and the liability of Dix
for the injuries sustained by Fox. What effect does the
insurance carried by Dix have on M ajor’s and Dix’s liabili
ty to Fox?
b. Discuss the assertions of Pine and reach a con
clusion for each.
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EXAMINATION IN ACCOUNTING THEORY
(Theory of Accounts)
May 9, 1986; 1:30 to 5:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum Maximum

1 ..........................
2 ..........................
3 ..........................
4 ..........................
5 ..........................

60
10
10
10
10

90
15
15
15
15

no
25
25
25
25

T o ta l.........................................................................................

100

150

210

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)

1.

2.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.
3.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language may
be considered by the examiners.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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4. The valuation allowance for a marketable equity
securities portfolio included in current assets should be
a component of
a. Current liabilities.
b. Noncurrent liabilities.
c. Noncurrent assets.
d. Current assets.

Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following items
relating to a variety of issues in accounting. Use a soft
pencil, preferably No. 2, to blacken the appropriate cir
cle on the separate printed answer sheet to indicate your
answer. Mark only one answer for each item. Answer all
items. Your grade will be based on the total number of
your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

5. An investor purchased a bond as a long-term invest
ment on January 1. Annual interest was received on
December 31. The investor’s interest income for the year
would be highest if the bond was purchased at
a. Par.
b. Face value.
c. A discount.
d. A premium.

Item

6. How will the investor’s investment account be af
fected by the investor’s share of the earnings of the
investee after the date of acquisition under each of the
following accounting methods?

99. The financial statement which summarizes the finan
cial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of changes in financial position.
d. Retained earnings statement.

a.
b.
c.
d.

Answer Sheet
99.

1.
According to Statements of Financial Accounting
Concepts, neutrality is an ingredient of
Relevance
Yes
Yes
No
No

Equity method
Increase
Increase
No effect
No effect

7. A 90-day 15% interest-bearing note receivable is sold
to a bank with recourse after being held for 60 days. The
proceeds are calculated using an 18% interest rate. The
amount credited to notes receivable at the date of the dis
counting transaction would be
a. The same as the cash proceeds.
b. Less than the face value of the note.
c. The face value of the note.
d. The maturity value of the note.

Items to be Answered

a.
b.
c.
d.

Cost method
No effect
Increase
Increase
No effect

Reliability
Yes
No
No
Yes

2. During a period of inflation, an account balance re
mains constant. With respect to this account, a purchas
ing power gain will be recognized if the account is a
a. Monetary liability.
b. Monetary asset.
c. Nonmonetary liability.
d. Nonmonetary asset.

8. When the allowance method of recognizing bad debt
expense is used, the entries at the time of collection of a
small account previously written off would
a. Increase net income.
b. Decrease the allowance for doubtful accounts.
c. Have no effect on the allowance for doubtful
accounts.
d. Increase the allowance for doubtful accounts.

3. A short-term marketable debt security was purchased
on September 1, 1985, between interest dates. The next
interest payment date was February 1, 1986. Because of
a permanent decline in market value, the cost of the debt
security substantially exceeded its market value at
December 3 1 , 1985. On the balance sheet at December 31,
1985, the debt security should be carried at
a. Cost.
b. Cost plus the accrued interest paid.
c. Market value.
d. Market value plus the accrued interest paid.

9. The original cost of an inventory item is above the
replacement cost and below the net realizable value. The
net realizable value less the normal profit margin is above
the replacement cost and the original cost. Using the lower
of cost or market method the inventory item should be
priced at its
a. Original cost.
b. Replacement cost.
c. Net realizable value.
d. Net realizable value less the normal profit
margin.
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16. When computing fully diluted earnings per share,
convertible securities that are not common stock
equivalents are
a. Recognized only if they are dilutive.
b. Recognized only if they are anti-dilutive.
c. Recognized whether they are dilutive or anti
dilutive.
d. Ignored.

10. Theoretically, cash discounts permitted on pur
chased raw materials should be
a. Added to other income, whether taken or not.
b. Added to other income, only if taken.
c. Deducted from inventory, whether taken or not.
d. Deducted from inventory, only if taken.
11. The weighted average for the year inventory cost flow
method is applicable to which of the following inventory
systems?

a.
b.
c.
d.

Periodic
Yes
Yes
No
No

17. An asset is being constructed for an enterprise’s own
use. The asset has been financed with a specific new bor
rowing. The interest cost incurred during the construc
tion period as a result of expenditures for the asset is
a. Interest expense in the construction period.
b. A prepaid asset to be written off over the
estimated useful life of the asset.
c. A part of the historical cost of acquiring the asset
to be written off over the estimated useful life
of the asset.
d . A part of the historical cost of acquiring the asset
to be written off over the term of the borrowing
used to finance the construction of the asset.

Perpetual
Yes
No
Yes
No

12. Legal fees incurred in successfully defending a
patent suit should be capitalized when the patent has been

a.
b.
c.
d.

Internally
developed
Yes
Yes
No
No

Purchased from
an inventor
No
Yes
Yes
No

18. A depreciable asset has an estimated 15% salvage
value. At the end of its estimated useful life, the ac
cumulated depreciation would equal the original cost of
the asset under which of the following depreciation
methods?

13. A returnable cash deposit should be classified by the
company as a liability when the deposit is received from

a.
b.
c.
d.

A customer
Yes
Yes
No
No

a.
b.
c.
d.

A n employee
No
Yes
Yes
No

a.
b.
c.
d.

Contain a bargain
purchase option
No
No
Yes
Yes

Transfer ownership
o f the property to
the lessee by the end
o f the lease term
No
Yes
Yes
No

20. A lessee incurred landscaping costs to improve leased
property. The estimated useful life of the landscaping costs
is six years. The remaining term of the nonrenewable lease
is five years. The landscaping costs should be
a. Capitalized as leasehold improvements and
depreciated over five years.
b. Capitalized as leasehold improvements and
depreciated over six years.
c. Expensed as incurred and included with rent
expense.
d. Expensed as incurred but not included with rent
expense.

15. How would the declaration of a 10% stock dividend
by a corporation affect each of the following on its books?

a.
b.
c.
d.

Productive output
Yes
No
No
Yes

19. The lessee should amortize the capitalizable cost of
the leased asset in a manner consistent with the lessee’s
normal depreciation policy for owned assets for leases that

14. When a property dividend is declared and the book
value of the property exceeds its market value, the divi
dend is recorded at the
a. Market value of the property at the date of
distribution.
b. Market value of the property at the date of
declaration.
c. Book value of the property at the date of
declaration.
d. Book value of the property at the date of
distribution if it still exceeds the market value
of the property at the date of declaration.

Retained earnings
Decrease
Decrease
No effect
No effect

Straight-line
Yes
Yes
No
No

Total
stockholders’ equity
No effect
Decrease
Decrease
No effect
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21. A company using the composite depreciation method
for its fleet of trucks, cars, and campers retired one of
its trucks due to damage before the average service life
of the composite group was reached. An insurance
recovery was received. Net book value of these composite
asset accounts would be decreased by the
a. Insurance recovery received.
b . Insurance recovery received less depreciation on
the truck to the date of retirement.
c. Original cost of the truck less the insurance
recovery received.
d. Original cost of the truck.

26. Lease Y contains a bargain purchase option and the
lease term is equal to 75 percent of the estimated economic
life of the leased property. Lease Z contains a bargain pur
chase option and the lease term is equal to less than 75
percent of the estimated economic life of the leased prop
erty. How should the lessee classify these leases?

22. A profitable company uses interperiod income tax
allocation and has an effective income tax rate of 40% .
At December 31, 1985,40% of the excess of the accelerated
cost recovery system deduction over the straight-line
depreciation method expense should be reported in the
balance sheet as a
a. Noncurrent deferred income tax credit.
b. Current deferred income tax credit.
c. Noncurrent deferred income tax debit.
d. Current deferred income tax debit.

27. A six-year capital lease entered into on December
3 1 , 1984, specified equal minimum annual lease payments
due on December 31 of each year. The December 3 1 , 1985,
minimum annual lease payment consists of which of the
following?

a.
b.
c.
d.

a.
b.
c.
d.

23. At the end of the most recent year, a company’s
deferred income tax credit related to a current asset ex
ceeded a deferred income tax charge related to a noncur
rent liability. Which of the following should be reported
in the company’s most recent year-end balance sheet?
a . The excess of the deferred income tax credit over
the deferred income tax charge as a current
liability.
b . The excess of the deferred income tax credit over
the deferred income tax charge as a noncurrent
liability.
c. The deferred income tax credit as a current
liability.
d. The deferred income tax credit as a noncurrent
liability.

Source o f funds
No
No
Yes
Yes

Interest expense
No
No
Yes
Yes

Lease Z
Operating lease
Capital lease
Capital lease
Operating lease

Lease liability
No
Yes
No
Yes

28. Which of the following contingencies should gener
ally be accrued on the balance sheet as a liability when
the occurrence of the contingent event is reasonably possi
ble and its amount can be reasonably estimated?

a.
b.
c.
d.

Expropriation
o f assets
No
No
Yes
Yes

Product
warranty
obligation
No
Yes
Yes
No

29. On February 1 , 1986, authorized common stock was
sold on a subscription basis at a price in excess of par value,
and 20% of the subscription price was collected. On May
1 , 1986, the remaining 80% of the subscription price was
collected. Additional paid-in capital would increase on

24. A stock split-up should be presented in a statement
of changes in financial position as

a.
b.
c.
d.

Lease Y
Operating lease
Operating lease
Capital lease
Capital lease

Use o f funds
Yes
No
No
Yes

a.
b.
c.
d.

25. Deferred income tax expense resulting from timing
differences related to depreciation of plant assets should
be presented in a statement of changes in financial
position as a (an)
a. Source and a use of funds.
b. Use of funds.
c. Deduction from income from continuing
operations.
d . Addition to income from continuing operations.

30.

May 1, 1986
Yes
No
No
Yes

Interperiod income tax allocation should be used for

a.
b.
c.
d.
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February 1, 1986
No
No
Yes
Yes

Permanent
differences
Yes
Yes
No
No

Timing
differences
Yes
No
Yes
No

Examination Questions — M ay 1986
36. Which of the following facts concerning inventories
should be disclosed in the Summary of Significant
Accounting Policies?

31. Treasury stock was acquired for cash at more than
its par value, and then subsequently sold for cash at more
than its acquisition price. Assuming that the cost method
of accounting for treasury stock transactions is used, what
is the effect of the subsequent sale of the treasury stock
on each of the following?

a.
b.
c.
d.

Additional
paid-in capital
Increase
Increase
No effect
No effect

a.
b.
c.
d.

Retained
earnings
Increase
No effect
No effect
Increase

Composition
Yes
Yes
No
No

Pricing
Yes
No
Yes
No

37. The accrual or deferral of interest costs to allocate
cost to each period is appropriate for

32. A partnership is formed by two individuals who were
previously sole proprietors. Property other than cash
which is part of the initial investment in the partnership
would be recorded for financial accounting purposes at the
a. Proprietors’ book values or the fair value of the
property at the date of the investment, whichever
is higher.
b . Proprietors’ book values or the fair value of the
property at the date of the investment, whichever
is lower.
c. Proprietors’ book values of the property at the
date of the investment.
d. Fair value of the property at the date of the
investment.

a.
b.
c.
d.

Interim financial
reporting
No
No
Yes
Yes

Year-end financial
reporting
No
Yes
Yes
No

38. In financial reporting for segments of a business
enterprise, the revenue of a segment should include
a. Intersegment sales of services similar to those
sold to unaffiliated customers.
b. Intersegment billings for the cost of shared
facilities.
c. Equity in income from unconsolidated sub
sidiaries.
d. Extraordinary items.

33. In a lease that is recorded as a sales-type lease by
the lessor, unearned interest
a. Does not arise.
b. Should be recognized in full as income at the
lease’s inception.
c. Should be amortized over the period of the lease
using the interest method.
d . Should be amortized over the period of the lease
using the straight-line method.

39. How is the average inventory used in the calculation
of each of the following?

34. A purchase of goods, denominated in a currency
other than the entity’s functional currency, resulted in a
payable that was fixed in terms of the amount of foreign
currency that would be paid. Exchange rates between the
functional currency and the currency in which the trans
action was denominated changed. The resulting loss should
be included as a (an)
a. Com ponent of income from continuing
operations.
b. Separate component of stockholders’ equity.
c. Deferred asset.
d. Extraordinary item.

a.
b.
c.
d.

40.

35. A nonmonetary asset received by Company Y in a
nonreciprocal transfer from Company Z should be record
ed by Y at
a. Z ’s recorded amount.
b . Z’s recorded amount or the fair value of the asset
received, whichever is higher.
c. Z’s recorded amount or the fair value of the asset
received, whichever is lower.
d. The fair value of the asset received.
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Acid test
(quick ratio)
Not used
Not used
Numerator
Numerator

Inventory
turnover rate
Denominator
Numerator
Numerator
Denominator

A development stage enterprise
a. Does not issue an income statement.
b. Issues an income statement that only shows
cumulative amounts from the enterprise’s
inception.
c. Issues an income statement that is the same as
an established operating enterprise, but does not
show cumulative amounts from the enterprise’s
inception as additional information.
d. Issues an income statement that is the same as
an established operating enterprise, and shows
cumulative amounts from the enterprise’s incep
tion as additional information.

Accounting Theory
41.

Wages paid to a timekeeper in a factory are a

a.
b.
c.
d.

Prime cost
Yes
Yes
No
No

47. In using cost-volume-profit analysis to calculate an
expected sales level expressed in units, which of the follow
ing should be subtracted from fixed costs in the
numerator?
a. Predicted operating loss.
b. Predicted operating profit.
c. Unit contribution margin.
d. Variable costs.

Conversion cost
No
Yes
No
Yes

42. In the computation of manufacturing cost per
equivalent unit, the weighted-average method of process
costing considers
a. Current costs only.
b. Current costs plus cost of ending work in
process inventory.
c. Current costs plus cost of beginning work in
process inventory.
d. Current costs less cost of beginning work in
process inventory.

48. The net present value capital budgeting technique
can be used when cash flows from period to period are

a.
b.
c.
d.

50. In the contribution margin approach to pricing, the
price at which the income remains constant is equal to the
price that covers
a. Prime costs.
b. Variable costs.
c. Fixed costs.
d. Fixed and variable costs plus the desired profit.

44. Which of the following is often subject to further
processing in order to be salable?
By-products
No
No
Yes
Yes

Scrap
No
Yes
Yes
No

51. Which of the following is an appropriate basis of
accounting for a governmental fund of a governmental
unit?

45. In an income statement prepared as an internal report
using the variable costing method, variable selling and ad
ministrative expenses would
a. Not be used.
b . Be used in the computation of the contribution
margin.
c. Be used in the computation of operating income
but not in the computation of the contribution
margin.
d. Be treated the same as fixed selling and ad
ministrative expenses.
46.

a.
b.
c.
d.

a.
b.
c.
d.

Cash basis
Yes
Yes
No
No

Modified
accrual basis
No
Yes
Yes
No

52. Which of the following accounts of a governmental
unit is credited when supplies previously ordered are
received?
a. Fund balance reserved for encumbrances.
b. Encumbrances control.
c. Expenditures control.
d. Appropriations control.

A flexible budget is appropriate for a(an)
Administrative
budget
Yes
Yes
No
No

Uneven
Yes
No
No
Yes

49. Assuming that sales and net income remain the same,
a company’s return on investment will
a. Increase if invested capital increases.
b. Decrease if invested capital decreases.
c. Decrease if the invested capital-employed
turnover rate decreases.
d. Decrease if the invested capital-employed
turnover rate increases.

43. When using the two-variance method for analyzing
factory overhead, the difference between the budget
allowance based on standard hours allowed and the fac
tory overhead applied to production is the
a. Net overhead variance.
b. Controllable variance.
c. Volume variance.
d. Efficiency variance.

a.
b.
c.
d.

Uniform
No
No
Yes
Yes

53. The revenues control account of a governmental unit
is debited when
a. The budget is recorded at the beginning of the
year,
b . The account is closed out at the end of the year.
c. Property taxes are recorded.
d. Property taxes are collected.

Direct material
budget
No
Yes
Yes
No
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60. Securities donated to a voluntary health and welfare
organization should be recorded at the
a. Donor’s recorded amount.
b. Fair market value at the date of the gift.
c. Fair market value at the date of the gift, or the
donor’s recorded amount, whichever is lower.
d. Fair market value at the date of the gift, or the
donor’s recorded amount, whichever is higher.

54. Fixed assets used by a governmental unit should be
accounted for in the

a.
b.
c.
d.

Capital projects
fu n d
No
No
Yes
Yes

General fu n d
Yes
No
No
Yes

Number 2 (Estimated tim e----- 15 to 25 minutes)
Village Company is accounting for a long-term con
struction contract using the percentage-of-completion
method. It is a three-year fixed-fee contract that is present
ly in its first year. The latest reasonable estimates of total
contract costs indicate that the contract will be completed
at a profit. Village will submit progress billings to the
customer and has reasonable assurance that collections
on these billings will be received in each year of the
contract.
Required:
a. 1. What is the justification for the percentageof-completion method for long-term construction
contracts?
2. What facts in the situation above indicate
that Village should account for this long-term construc
tion contract using the percentage-of-completion method?
b. How would the income recognized in each year
of this long-term construction contract be determined
using the cost-to-cost method of determining percentage
of completion?
c. What is the effect on income, if any, of the prog
ress billings and the collections on these billings?

55. Fixed assets of an enterprise fund should be ac
counted for in the
a. General fixed asset account group but no
depreciation on the fixed assets should be
recorded.
b . General fixed asset account group and deprecia
tion on the fixed assets should be recorded.
c. Enterprise fund but no depreciation on the
fixed assets should be recorded.
d. Enterprise fund and depreciation on the fixed
assets should be recorded.
56. Which type of fund can be either expendable or
nonexpendable?
a. Debt service.
b. Enterprise.
c. Special revenue.
d. Trust.
57. Which of the following funds of a governmental unit
could use the general fixed assets account group to account
for fixed assets?
a. Internal service.
b. Enterprise.
c. Special assessment.
d. Trust.

Number 3 (Estimated tim e----- 15 to 25 minutes)
Berkeley Company, a manufacturer of many
different products, changed its depreciation method for
its production machinery from the double-declining
balance method to the straight-line method effective
January 1 , 1985. The straight-line method was determined
to be preferable.
In addition, Berkeley changed the salvage values used
in computing depreciation for its office equipment. This
change was made on January 1 , 1985, because additional
information was obtained.
On December 3 1 , 1985, Berkeley changed the specific
subsidiaries comprising the group of companies for which
consolidated financial statements are presented.
Required:
a. What kind of accounting change is each of the
three situations described above? For each situation in
dicate whether or not each should show:
• The cumulative effect of a change in accounting prin
ciple in net income of the period of change.
• Pro forma effects of retroactive application.
• Restatement of the financial statements of all prior
periods.
b. Why does a change in accounting principle have
to be disclosed by the company?

58. The comprehensive annual financial report (CAFR)
of a governmental unit should contain a combined state
ment of revenues, expenses, and changes in retained earn
ings for

a.
b.
c.
d.

Governmental funds
No
No
Yes
Yes

Proprietary funds
Yes
No
No
Yes

59. The current funds group of a not-for-profit private
university includes which of the following?

a.
b.
c.
d.

Annuity funds
Yes
Yes
No
No

Loan funds
Yes
No
No
Yes
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Accounting Theory
Number 4 (Estimated tim e----- 15 to 25 minutes)

Number 5 (Estimated tim e----- 15 to 25 minutes)

Spellman Company will acquire 90% of Moore Com
pany in a business combination. The total consideration
has been agreed upon. The nature of Spellman’s payment
has not been fully agreed upon. Therefore, it is possible
that this business combination might be accounted for as
either a purchase or a pooling of interests. It is expected
that at the date the business combination is to be consum
mated, the fair value will exceed the book value of Moore’s
assets minus liabilities. Spellman desires to prepare con
solidated financial statements which will include the finan
cial statements of Moore.

On November 1, 1985, Abbott Company sold its
5-year, $1,000 face value, 11% term bonds dated October
1, 1985, at a discount resulting in an effective annual in
terest rate (yield) of 12%. Interest is payable semiannually,
and the first interest payment date is April 1, 1986. Ab
bott uses an acceptable method of amortizing bond dis
count. Bond issue costs were incurred in preparing and
selling the bond issue.
On December 1 , 1985, Abbott sold its 6-year, $1,000
face value, 9% nonconvertible bonds with detachable
stock warrants for an amount exceeding the sum of the
face value of the bonds and the fair value of the warrants.

Required:
a. 1. Would the method of accounting for the
business combination (purchase vs. pooling of interests)
affect whether or not goodwill is reported?
2. If goodwill is reported, explain how the
amount of goodwill is determined.
3. Would the method of accounting for the
business combination (purchase vs. pooling of interests)
affect whether or not minority interest is reported? If the
amount reported differs, explain why.
b. 1. From a theoretical standpoint, why should
consolidated financial statements be prepared?
2. From a theoretical standpoint, what is the
usual first necessary condition to be met before con
solidated financial statements can be prepared?
3. From a theoretical standpoint, does the
method of accounting for the business combination
(purchase vs. pooling of interests) affect the decision to
prepare consolidated financial statements? Why?

Required:
a. What facts above determined that the 11% term
bonds were sold at a discount? Why?
b. How would all the items related to the 11% term
bonds, except cash, be presented in a balance sheet
prepared immediately after the term bond issue was sold,
and in a balance sheet prepared at December 31, 1985?
c. 1. Over what period of time would the bond
discount be amortized?
2. Compare the straight-line and the interest
methods of amortization.
3. Which of the two methods is preferable?
Why?
d. How should Abbott account for the proceeds
from the sale of the 9% nonconvertible bonds with
detachable stock purchase warrants? Why?
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May 7, 1986; 1:30 to 6:00 P.M .

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
b
c
b
c
c
d
a
c
c

Answer 3 (10 points)

Answer 2 (10 points)

Answer 1 (10 points)

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
a
b
a
d
c
c
d
d
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

d
b
d
a
c
c
c
b
b
a

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
a
d
b
b
d
a
d
a
c

b
d
b
b
d
c
a
d
c
d

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

c
b
b
a
a
d
a
c
a
c

The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct

0

1

2

3

Score

0

1

1½

2

Correct

0

1

2

3

Score

0

1

½

2

Correct

0

1

2

3

Score

0

2

½

3

2

4

5

½

3

4

5

½

3

4

5

½

4

3

6

7

½

4

6

7

½

4

6

7

½

5

4

8

9

½

5

8

9

½

5

8

9

½

6

10

11

12

13

½

6

6½

7

10

11

12

13

½

6

½

7

10

11

12

13

½

7

5

14

15

½

8

14

15

7

16

17

½

9

16

17

½

9

16
½

8

18

19

20

½

10

10

18

19

20

½

10

10

17

18

19

20

10

10

10

10

9

Answer 2

1

2

3

4

5

6

½

8

14

15

½

9

7

8

9

Answer 3

2

3

4

5
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6

7

½

8

8

9

Accounting Practice — Part I
Answer 4 (10 points)

a.

Carr Corporation
STATEMENT OF RETAINED EARNINGS
For the Year Ended December 31, 1985

Balance, December 31, 1984
As originally reported
Deduct prior period adjustment from
error overstating rent income for
year ended December 31, 1984
Less income tax effect
As restated
Net income

$4,000,000
$500,000
225,000

Deduct dividends
Cash dividend on preferred stock
Dividend in kind on common stock

180,000 [1]
630,000 [2]

Balance, December 31, 1985

b.

275,000
3,725,000
2,600,000
6,325,000
810,000
$5,515,000

Carr Corporation
STOCKHOLDERS’ EQUITY SECTION OF BALANCE SHEET
December 31, 1985

Preferred stock, $100 par, 10% cumulative;
100,000 shares authorized; 18,000 shares issued
and outstanding
Common stock, $5 stated value; 3,000,000 shares
authorized, 1,290,000 shares issued and
outstanding
Additional paid-in capital
From preferred stock
From common stock
Total additional paid-in capital
Retained earnings

$ 1,800,000
6,450,000 [3]
$ 90,000
4,880,000 [4]
4,970,000
5,515,000
18,735,000

Less net unrealized loss on noncurrent
marketable equity securities
Total stockholders’ equity

135,000
$18,600,000
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Answer 4 (continued)
Explanations of Amounts
[1]

[2]

[3]

Cash dividend on preferred stock for 1985
Shares outstanding
Dividend per share ($100 par x 10%)
Total dividend

18,000
X $10
$180,000

Dividend in kind on common stock for 1985
Bush, Inc., common stock shares
Market price on 2/15/85 declaration date
Total dividend

10,000
X $63
$630,000

Date
12/31/84
1/10/85

Common stock
Balance
Deduct treasury stock retired

4/25/85
7/1/85
12/31/85

Stock rights exercised
Employee stock options exercised
Balance

[4]

Additional paid-in capital from common stock
12/31/84, balance
1/10/85, deduct treasury stock retired ($270,000 - $150,000)
4/25/85, stock rights exercised [($11 - $5) X 210,000 shares]
7/1/85, employee stock options exercised [($8 - $5) x 80,000 shares]
12/31/85, balance
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Shares
1,030,000
30,000
1,000,000
210,000
80,000
1,290,000

Am ount
$5,150,000
150,000
5,000,000
1,050,000
400,000
$6,450,000

$3,500,000
120,000
3,380,000
1,260,000
240,000
$4,880,000

Accounting Practice — Part I
Answer 5 (10 points)
Rand, Inc.
WORKSHEET FOR BALANCE SHEET
AND INCOME STATEMENT
December 31, 1985

Balance
per books

Adjustments
Debit

Corrected
balance

Credit

Balance Sheet
Assets:
Cash
Marketable securities, at cost
Allowance to reduce marketable
securities to market

Dr. (Cr.)
$ 275,000
78,000

$

—

Accounts receivable
Allowance for doubtful accounts
Inventories
Property and equipment
Accumulated depreciation

[1]

Net income for 1985

$

$ 11,000

(11,000)

487,000
(50,000)
425,000
310,000

[2]

$ 15,800

[4]

30,000

[3]
[5]

17,500
18,500

487,000
(34,200)
407,500
321,500

(150,000)

[5]

21,000

[4]

12,000

(141,000)

$ 1,375,000
Liabilities & Stockholders’ Equity:
Accounts payable & accrued liabilities
Estimated liability from lawsuit
Common stock
Additional paid-in capital
Retained earnings
Balance, 1/1/85

Dr. (Cr.)
275,000
78,000

$ 59,000 $ 1,382,800

$ 66,800

Cr.
420,000
100,000
260,000
130,000

[7]

254,000

[3]

$
$100,000

Cr.
420,000
—

260,000
130,000
12,000

[4]
[6]

291,000

281,800
118,300
$167,300 $ 1,382,800

47,500
$159,500

211,000
$ 1,375,000

$ 24,000
25,000

Income Statement
Dr. (Cr.)

Dr. (Cr.)
Net sales
Cost of sales
Selling & administrative expenses
Depreciation expense
Other income
Unrealized loss on marketable securities
Estimated loss from lawsuit
Net income

$(1,580,000)
755,000
485,000
29,000

100,000
$ (211,000)

[3]

$ 5,500

[6]
[4]

25,000
6,000

[1]

11,000

$47,500
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$(1,580,000)
760,500
[2]

$ 15,800

[5]

2,500

[7]

100,000
$118,300

494,200
35,000
(2,500)
11,000
—

$ (281,800)

Examination Answers — M ay 1986
Answer 5 (continued)
Explanations of Corrections
[1]

Decline in market valuation of marketable securities at 12/31/85
At cost
Market valuation
Unrealized loss on marketable securities [Dr.]
Allowance to reduce marketable securities to market [Cr.]

[2]

Decline in doubtful accounts expense rate effective 1/1/85
Doubtful accounts expense charged at
of net sales
for 1985 [3% x $1,580,000]
Doubtful accounts expense stated at 2% of net sales
for 1985 [2% X $1,580,000]
Allowance for doubtful accounts [Dr.]
Selling & adm. expense — Doubtful accounts expense [Cr.]

[3]

[4]

Inventories overstated at 12/31/84 and 12/31/85
Retained earnings [overstatement at 12/31/84] [Dr.]
Cost of sales for 1985 [$17,500 - $12,000] [Dr.]
Inventories [overstatement at 12/31/85] [Cr.]
Incorrect recording of equipment purchased 1/1/84
Property and equipment [Dr.]
Depreciation expense — 1985 [20% x $30,000] [Dr.]

$78,000
67,000
$ 11,000

$ 11,000

$47,400
31,600
$15,800
$15,800

$ 12,000

5,500
$17,500

$30,000
6,000

$36,000
Accumulated depreciation [2 x $6,000] [Cr.]
Retained earnings (understatement at 12/31/84) [$30,000 - $6,000] [Cr.]

[5]

[6]

[7]

Incorrect recording of fully depreciated equipment sold as scrap 7/1/85
Accumulated depreciation [Dr.]
Property and equipment [$21,000 - $2,500] [Cr.]
Other income [Cr.]

$12,000

24,000
$36,000

$21,000

18,500
$ 2,500

Incorrect recording of sales catalogs as expense in 1984
Selling & adm. exp. — Advertising & promotion [Dr.]

$25,000

Retained earnings (understatement at 12/31/84) [Cr.]

$25,000

Reversal of liability from lawsuit — No probable loss 12/31/85
Estimated liability from lawsuit [Dr.]
Estimated loss from lawsuit [Cr.]

$ 100,000
$ 100,000
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Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
c
a
c
c
c
a
a
b
d

Answer 2 (10 points)
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

d
a
d
d
b
c
b
b
d
b

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
b
b
a
d
a
c
a
c
d

Answer 3 (10 points)
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

d
b
d
c
d
d
c
d
b
c

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

a
b
d
a
b
d
a
c
d
d

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
a
c
b
a
d
b
d
c
c

The scores for the multiple choice questions were determined in accordance with the following scales:
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0

1

2

3
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0

2

2½

3

Correct

0

1

2

3
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0

1

½

2

Correct

0

1

2

3
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0

1

½

2

3

4

5

½

4

4

5

½

3

4

5

½

3

4

6

7

½

5

6

7

½

4

6

7

½

4

5

8

9

½

6

8

9

½

5

8

9

½

5

6

10

11

½

7

10

11

½

6

10

11

½

6

7

12

13

½

8

12

13

½

7

12

13

½

7

8

14

15

½

9

14

15

½

8

14

15

½

8

16

17

18

19

20

½

10

10

10

10

16

17

18

19

20

½

9

½

10

10

16

17

18

19

20

½

9

½

10

10

9

Answer 2

1

2

3

4

5

6

7

8

9

Answer 3

1

2

3

4
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5

6

7

8

9
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Answer 4 (10 points)
Wolf, Inc.
WORKSHEET TO CONVERT BOOK INCOME TO TAXABLE INCOME
For the Year Ended December 31, 1985
Per books
and G AAP

Increases

Per
tax return

Decreases

Revenues
Net sales
Equity in earnings of F & W Partnership
Dividends
Interest
Gains on sale of stock
Key-man life insurance proceeds

60,000

2,000 [a]

58,000

8,000

6,800 [b]

1,200

18,000

3,000 [c]

15,000

5,000

[d]

5,000

100,000

100,000 [e]

Share of dividends from F & W Partnership
Net long-term capital loss
Totals

3,000,000

3,000,000

3,191,000

—

10,000

8,500 [f]

1,500

3,000

8,000 [d]

(5,000)

13,000

128,300

3,075,700

Costs and expenses
Cost of goods sold

2,000,000

2,000,000

Salaries and wages

500,000

500,000

Doubtful accounts

13,000

13,000

Taxes, other than federal income

62,000

2,000 [g]

60,000

Interest

12,000

1,000 [h]

11,000

Contributions

50,000

11,300 [i]

38,700

Depreciation

60,000

Other

40,000

5,000 [j]

120,000

120,000 [k]

Federal income taxes
Totals
Net income

2,857,000
334,000
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25,000

85,000
35,000
—

25,000

139,300

2,742,700

(12,000)

(11,000)

333,000

Accounting Practice — Part II
Answer 4 (continued)
Explanation o f adjustments to convert book income to taxable income:
[a]

Decrease in equity in earnings
of F & W Partnership:

[f]

Dividends-received deduction:
$10,000

Dividends qualifying for exclusion
Less net long-term capital loss
Decrease
[b]

[d]

X

.85

[e]

[h]

Interest on debt incurred to carry tax-free obliga
tions is not an allowable deduction.
Decrease in deduction for contributions:
Taxable income before
contributions
Revenues
Deductions
Balance
Plus dividends-received
deductions
Total

Interest earned on municipal bonds is excludible
from taxable income.
Capital loss is limited to capital gains.
Capital gains from sale of
Ral Corp. stock
Blu, Inc. stock
Total
Share of net long-term capital loss
from F & W Partnership
Amount available for carryback
or carryover against capital gains

$8,500

.85

Tax penalty is not an allowable deduction.

[i]

$6,800

X

[g]

Dividends-received deduction:
$8,000

[c]

$10,000
(8,000)
$ 2,000

$1,000
4,000
5,000

10% allowable deduction
Actual contributions
Excess not deductible
in current year

(8,000)

$3,075,700
2,704,000
371,700
15,300
$ 387,000
$

38,700
50,000

$

11,300

($3,000)

Proceeds of life insurance policies, if paid by reason
of the death of the insured, are excluded from
taxable income of the recipient.
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[j]

Life insurance premiums are not allowable as a
deduction if the corporation is the beneficiary.

[k]

Federal income tax expense is not an allowable
deduction.

Examination Answers — M ay 1986
Answer 5 (10 points)
Debit
a.

Local government

[1]

General fu n d
Expenditures control
Cash

$

Credit

25,000
$

25,000

General fixed assets account group
Equipment
Investment in general fixed assets from
general fund revenues
[2]

100,000
100,000

Nonexpendable trust (endowment) fu n d
55,000

Cash
Operating revenues control
Investments
[4]

25,000

General fu n d
Cash
Revenues control

[3]

25,000

5,000
50,000

Capital projects fu n d
Cash
Other financing sources control

1, 000,000

Expenditures control
Cash

1, 000,000

1, 000,000
1,000,000

General long-term debt account group
Amount to be provided for retirement of general
long-term debt
General obligation bonds payable

1, 000,000
1, 000,000

General fixed assets account group
Buildings
Investment in general fixed assets from
capital projects funds
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1, 000,000

1,000,000

Accounting Practice — Part II
Answer 5 (continued)
Credit

Debit
b.
[ 1]

Voluntary health and welfare organization
Current unrestricted fu n d
$

Fund balance — undesignated
Cash

25,000
$

25,000

Plant fu n d
25,000

Equipment
Fund balance — expended
[2]

25,000

Current unrestricted fu n d
100,000

Cash
Contributions
[3]

100,000

Endowment fu n d
55,000

Cash
Due to current unrestricted
fund (or investment income)
Investments
[4]

5,000
50,000

Plant fu n d
Cash
Bonds payable

1, 000,000

Buildings
Cash

1, 000,000

1, 000,000
1, 000,000
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ANSWERS TO EXAMINATION
AUDITING
May 8, 1986; 8:30 A.M. to 12:00 M.
Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
c
a
a
d
c
c
d
c
b

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
c
c
c
a
a
d
b
d
a

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

a
c
b
d
d
b
a
a
c
d

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

c
b
b
c
d
c
a
c
c
b

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
d
a
b
a
c
a
c
d
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

c
a
b
b
b
d
d
b
c
c

The scores for the multiple choice questions were determined in accordance with the following scale:
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0

1
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5
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9

10

11

12
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18

19
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0

4

5

6

7

8

9
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Correct

21
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26
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28

29

30
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32

33

34

35

36

37

38

39

40

Score

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

41

42

43

Correct

41

42

43

44

45

46

47

48

49

50

51

52

53

54

55

56

57

58

59

60

Score

44

45

46

47

48

49

50

51

52

53

54

55

56

57

58

59

60

60

60

60
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Auditing
Answer 2 (10 points)

Answer 3 (10 points)

The substantive audit procedures that Jones should
apply in examining the common stock and treasury stock
accounts are as follows:

Deficiencies in the audit assistant’s draft include the
following:
1. The report is improperly addressed to the president.

•

Review the corporate charter to verify details of the
common stock such as authorized shares, par value,
etc.

2. The scope paragraph does not identify the financial
statements examined, i.e., balance sheet, and
statements of income, retained earnings, and changes
in financial position.

Obtain or prepare an analysis of changes in common
stock and treasury stock accounts.

3. The scope paragraph does not make reference to
‘‘other auditing procedures” after ‘‘tests of account
ing records.”

Compare opening balances with prior year’s work
ing papers.
Foot the total shares outstanding in the stockholders’
ledger and stock certificate book.

4. Reference to “ Note K” pertaining to a subsequent
event is inappropriate in the scope paragraph. If the
auditor wishes to emphasize this matter, such ex
planatory information should be presented in a
separate paragraph of the auditor’s report.

Determine authorization for common stock issuances
and treasury stock transactions by inspecting the
minutes of the Board of Directors’ meetings.

5. There is no reference to the predecessor auditors in
the scope paragraph as required when the statements
are in comparative form.

Verify capital stock issuances by examining suppor
ting documentation and tracing entries into the
records.

6. There is no reference that an adverse opinion was ex
pressed by the predecessor auditors.

Verify treasury stock transactions by examining sup
porting documentation and tracing entries into the
records.

7. The separate explanatory paragraph does not make
reference to the requirements of generally accepted
accounting principles, i.e., property and equipment
should be stated at an amount not in excess of cost,
and deferred income taxes should be provided.
Therefore, all of the substantive reasons for the
adverse opinion have not been disclosed.

Examine all certificates canceled during the year.
Inspect all treasury stock certificates owned by the
client.
Reconcile the details of the individual certificates in
the stock certificate book with the individual
shareholders’ accounts in the stockholders’ ledger.

8. The separate explanatory paragraph does not disclose
either the monetary effects of the violations of general
ly accepted accounting principles or that the effects
are not reasonably determinable.

Compare the totals in the stockholders’ ledger and
the stock certificate book to the balance sheet
presentation.
Recompute the weighted average number of shares
outstanding.

9. The opinion paragraph does not include a direct
reference to the separate explanatory paragraph that
discloses the basis for the adverse opinion.

Compare the financial statement presentation and
disclosure with generally accepted accounting
principles.

10. The opinion paragraph does not make reference to
‘‘conformity with generally accepted accounting prin
ciples.”

Determine the existence of and proper accounting for
common stock and treasury stock transactions occur
ring since year-end.

11. No reference to consistency should be made in the
opinion paragraph when an adverse opinion is issued;
an opinion as to consistency implies the application
of generally accepted accounting principles.

Obtain written representations concerning common
and treasury stock in the client representation letter.

12. The auditor’s report is not properly dual dated.
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Examination Answers — M ay 1986
Answer 4 (10 points)

Answer 5 (10 points)

SP A R T A N DRUG STORE, INC.
Processing Cash Collections
Internal Accounting Control Questionnaire
Question
Are customers who pay by check identified via
store I.D. card or other means?

Yes

The remaining steps are as follows:
6.

Treat the individually significant items as a separate
population.

7.

Choose an audit sampling technique.

8.

Determine the sample size, giving consideration
for —

No

Does company policy prohibit accepting
checks for anything except merchandise sales
plus a nominal cash amount?

a.
b.
c.
d.
e.

Is a receipt produced by the cash register given
to each customer?
Is the reading of each cash register taken
periodically by an employee who is indepen
dent of the handling of cash receipts?

9.

Are cash counts made on a surprise basis by
an individual who is independent of the
handling of cash receipts?
Is the reading of each cash register compared
regularly to the cash received?

Select the sample items.

11.

Apply appropriate audit procedures to the sample
items.

12.

Evaluate the sample results.

13.

Are each day’s receipts deposited intact daily?
Is the summary listing of cash register receipts
reconciled to the duplicate deposit slips authen
ticated by the bank?
Are entries to the cash receipts journal
prepared from duplicate deposit slips or the
summary listing of cash register readings?
Are the entries to the cash receipts journal com
pared to the deposits per bank statement?
Are areas involving the physical handling of
cash reasonably safeguarded?
Are employees who handle receipts bonded?
Are charged back items (NSF checks, etc.)
directed to an employee who does not physical
ly handle receipts or have access to the books?
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Determine the method of selecting a representative
sample.

10.

Is a summary listing of cash register readings
prepared by an employee who is independent
of physically handling cash receipts?
Are receipts forwarded to an independent
employee who makes the bank deposits?

Variations within the population.
Acceptable level of risk.
Tolerable error.
Expected amount of error.
Population size.

a.

Project the error to the population and consider
sampling risk.

b.

Consider the qualitative aspects of errors and
reach an overall conclusion.

Document the sampling procedure.

ANSWERS TO EXAMINATION
BUSINESS LAW
(Commercial Law)
May 9, 1986; 8:30 A.M. to 12:00 M.
Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
c
b
d
a
a
c
b
b
b

c
c
d
a
a
d
c
d
b
d

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
b
c
d
a
b
d
c
c
d

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

c
c
c
d
b
a
c
a
b
d

c
a
b
a
d
b
b
d
b
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
b
c
a
b
c
a
a
a
d

The scores for the multiple choice questions were determined in accordance with the following scale:
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30
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29
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41
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43
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45

Correct

41
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59

60
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46

47

48

49

50

51
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60

60
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Answer 2 (10 points)

Answer 3 (10 points)

The facts reveal negligence on Field’s part in that it
did not follow its own audit program nor did it make a
proper investigation into the many irregularities and
suspicious circumstances. Compliance with GAAP is of
some evidentiary value to Field if it in fact complied with
the principles set forth therein. However, the courts do
not invariably accept GAAP as the conclusive test to
disprove negligence. Furthermore, even if assuming
GAAP were followed literally, GAAS certainly were not
under the facts stated.
Field will undoubtedly rely upon the privity defense
to avoid liability to Slade, a third party to the Field-Tyler
contract. However, most jurisdictions recognize the stand
ing of a third party beneficiary to sue. Therefore, Slade
would assert such status. In a majority of jurisdictions
Slade would be regarded as a third party beneficiary if
it is within a known and intended class of beneficiaries.
Other jurisdictions have gone even further in recognizing
a duty is owed to those whom the CPA should reasonably
foresee as recipients of the financial statements for
authorized business purposes. There are insufficient facts
to determine whether Field knew that Tyler intended to
use the audited financial statements to secure credit from
Slade. Therefore, it is not possible to determine whether
the privity defense will bar recovery.
Fraud does not require that the party suing be in privi
ty of contract with the defendant. However, the most
significant problem in proceeding based upon fraud is that
fraud requires a knowledge of falsity (scienter) or a
recognized substitute therefor. Based upon the facts, Field
did not actually know of management’s fraud. However,
it may be guilty of conduct which may be deemed to be
a reckless disregard for the truth. The courts also resort
to the constructive fraud theory where the facts are com
pelling, i.e., a shutting of one’s eyes to the obvious.
Sometimes, the conduct is labeled gross negligence, and
an inference of fraud may be drawn from this by the trier
of fact.

In the absence of an agreement to the contrary, King
bears the risk of loss for the goods received on December
28, 1985 since the risk of loss on a sale or return contract
passes to the buyer in accordance with the shipping terms
of the contract. The fact that King received the goods on
December 28, 1985, clearly indicates that the risk of loss
passed to King prior to December 3 1 , 1985. With respect
to the destruction of the fur coats, the risk of loss on
December 3 1 , 1985, was on Lutz since King never received
the coats. Where the seller is a merchant, as is the case
here, the risk of loss passes to the buyer upon the buyer’s
receipt of the goods. The December 30 contract contain
ing the delivery term “ F.O.B. purchaser’s business” is a
destination contract and the risk of loss in such a contract
passes to the buyer when the goods are so tendered at the
point of destination as to enable the buyer to take delivery.
Thus, the risk of loss on December 31 remained with Lutz
since the merchandise did not arrive at King’s business
until January 2, 1986. The second contract entered into
on December 30 containing the delivery term “ C .I.F .”
is a shipping point contract whereby the risk of loss passes
to the buyer when the goods are duly delivered to the car
rier. Of course in either of the December 30 contracts, the
party bearing the risk of loss may be entitled to recover
damages from the carrier or if insurance is provided for,
as in the ‘‘C.I.F. ” contract, from the insurance company.
Unless otherwise agreed, title in a sale or return con
tract passes to the buyer at the time and place the seller
completes his performance with reference to the physical
delivery of the goods. Title remains with the buyer until
the buyer returns the goods to the seller. Therefore, King
should include the goods on sale or return in its ending
inventory since title had passed, at the latest, when the
goods were received on December 28 and the goods had
not been returned by December 31. Title to the merchan
dise on the December 30 contract containing the delivery
term ‘‘F.O.B. purchaser’s business” remained with the
seller until the goods were tendered at the point of destina
tion, i.e., the purchaser’s business. Thus, the goods should
not be included in King’s ending inventory since the goods
were not delivered to King’s business until January 2 , 1986.
Conversely, the December 30 contract containing the
delivery term ‘‘C .I.F .” resulted in title being transferred
to King on December 3 1 , 1985, the day the carrier received
the goods. Such is the rule since the ‘‘C .I.F .” term is a
shipping point contract whereby title passes to the buyer
at the time and place of shipment. Therefore, the goods
should be included in King’s ending inventory despite
King’s lack of physical possession.
Since the December 30 agreements between King and
Lutz did not stipulate who would pay the expenses relating
to the transportation of the goods, Lutz is obligated to
pay for transporting the goods to King’s place of business
pursuant to the ‘‘F.O.B. purchaser’s business” term.
Under the ‘‘C .I.F.” contract King is obligated to pay Lutz
a lump sum covering the cost of the goods, insurance, and
freight to the destination.
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Business Law
Answer 4 (10 points)

Answer 4 (continued)

a. Although officers are generally insulated from per
sonal liability for the negligence of the corporation or its
employees, they are subject to personal liability in tort for
their own negligent conduct or participation, even while
engaged in corporate business activities. Shareholders
generally will not be held liable for the negligence of the
corporation unless they have in some way participated in
the negligent act. Based on the facts presented, M ajor is
personally liable to Fox for his own negligence even though
the negligent acts were committed while engaged in cor
porate business activities. Major may also be liable because
of his status as a shareholder if the corporate veil is pierced.
A corporation is liable under the doctrine of respon
deat superior for the torts committed by its agents and
employees (officers) in the course of their employment.
Thus, Dix will also be liable to Fox for the negligence of
Major.
The liability insurance carried by Dix will provide
coverage for Dix and Major up to $500,000 of liability
to Fox. If Fox were to obtain a judgment in excess of
$500,000, Major and Dix would be liable for the unin
sured balance.

b . Pine’s assertion that Major is personally liable to the
extent of $6,000 for the common shares issued to Major
is incorrect as to the dollar amount of his potential liabili
ty. Where a corporation issues par value stock in return
for property or services rendered having a fair market value
less than the par value, the shareholder purchasing the
stock at the discounted price will remain potentially liable
to the creditors of the corporation. The potential liability
is the difference between the fair market value of the con
sideration given and the total par value of the stock. Stock
issued at such a discounted price is commonly referred
to as “ watered stock.’’ In this case M ajor’s part payment
by a promissory note and future services is insufficient
consideration. Therefore, M ajor is potentially liable to
Pine and the other corporate creditors for $9,500;
calculated as follows:
First Acquisition
Total par value (1,000 shares x $10 par
value)
Less: Consideration given (fair market
value of property)
Potential liability on first acquisition

Second Acquisition
Total par value (1,000 shares x $10 par
value)
Less: Consideration given (services
rendered)
Potential liability on second acquisition
Total Potential Liability

$10,000
[3,500]
$ 6,500

$ 10,000

[7,000]
3,000
$ 9,500

Pine’s assertion that Major may be personally liable
as a result of his directing customers to make checks
payable to him in his individual capacity and depositing
the checks in his individual account without recording the
checks on the corporation’s books is correct. Although
a corporation may be established to limit the liability of
the shareholders, the courts will pierce the corporate veil
(disregard the corporate entity) and hold the shareholders
personally liable when the corporation is used to
perpetuate a fraud or in a closely-held corporation when
the shareholders fail to treat the corporation as a separate
business entity. The commingling of the corporation’s
funds with M ajor’s own funds amounts to a disregard of
the corporate entity and will likely subject Major to per
sonal liability for the debts of Dix.
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Answer 5 (10 points)
a. The failure by Walsh to list or schedule a debt at
anytime during the bankruptcy proceeding, if proven,
would result in that debt being excepted from a discharge
in bankruptcy. Such is the rule where the creditor is unable
to file a proof of claim in time and lacks notice or actual
knowledge of the case.
Proof of Walsh’s failure to preserve financial records
necessary to ascertain his financial condition, if un
justified, would result in Walsh being denied a discharge
in bankruptcy. The purpose of this rule is to deny the
debtor a discharge for his wrongdoing in connection with
the bankruptcy proceeding.
The effect of Walsh obtaining money by use of false
financial statements, if proven, would result in Salam’s
debt being excepted from a discharge in bankruptcy. In
order to obtain such an exception from discharge Salam
must establish that the money was obtained by the use of
a statement in writing in respect to Walsh’s financial
condition that is materially false, on which Salam
reasonably relied, and which Walsh made or published
with intent to deceive.

•

Such discharge was obtained through the fraud of the
debtor and the party requesting that the discharge be
revoked did not know of such fraud until after the
discharge was granted; or

•

The debtor acquired property that is property of the
estate, or became entitled to acquire property that
would be property of the estate, and knowingly and
fraudulently failed to report the acquisition of, or en
titlement to, such property, or to deliver or surrender
such property to the trustee; or

•

The debtor has refused (1) to obey any lawful order
of the court, (2) has refused to testify on the ground
o f privilege against self-incrimination despite being
granted immunity, or (3) has refused to testify after
improperly invoking the constitutional privilege
against self-incrimination.

The trustee in bankruptcy or a creditor may request a
revocation of a discharge in bankruptcy under the first
ground set forth above if such action is commenced within
one year after the discharge was granted. If the requested
revocation is based on the second or third grounds set forth
above, then revocation must be sought within one year
after the granting of such discharge or the date the case
was closed, whichever is later.

b . On request of the trustee in bankruptcy or a creditor,
and after notice and a hearing, the court will revoke a
previously granted discharge in bankruptcy if:
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ANSWERS TO EXAMINATION
ACCOUNTING THEORY
(Theory of Accounts)
May 9, 1986; 1:30 P.M . to 5:00 P.M.
Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
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c. Progress billings sent and collections on these billings
would not affect the income recognized in each year of
this long-term contract.

Answer 2 (10 points)
a. 1. The percentage-of-completion method is justified
because revenue is earned as work is performed under the
long-term construction contract. As a result, it provides
more relevant information. Revenues represent actual or
expected cash inflows (or the equivalent) that have
occurred or will eventuate as a result of the enterprise’s
ongoing major or central operations during the period.
2. Village Company should account for this long
term construction contract using the percentage-ofcompletion method because this method is preferable when
estimates of costs to complete and extent of progress
toward completion are reasonably dependable. The facts
in the situation also indicate that the right to revenue is
established and collectibility is reasonably assured.

Answer 3 (10 points)
a. Berkeley’s change in depreciation method is a change
in accounting principle. This change in accounting prin
ciple should show the cumulative effect of a change in ac
counting principle in net income of the period of change,
and the pro forma effects of retroactive application. This
change in accounting principle should not be reported by
restating the financial statements of prior periods.
Berkeley’s change in salvage values is a change in ac
counting estimate. This change in accounting estimate
should not show the cumulative effect of a change in ac
counting principle in net income of the period of change,
nor should Berkeley show the pro forma effects of retroac
tive application. Furthermore, this change in accounting
estimate should not be reported by restating the financial
statements of prior periods.
Berkeley’s change in the specific subsidiaries com
prising the group of companies for which consolidated
financial statements are presented is a change in reporting
entity. This change in reporting entity should not show
the cumulative effect of a change in accounting principle
in net income of the period of change, nor should Berkeley
show the pro forma effects of retroactive application.
However, this change in reporting entity should be
reported by restating the financial statements of prior
periods.

b . The income recognized in each year of this long-term
construction contract would be determined using the costto-cost method of determining percentage of completion
as follows:
•

•

•

The contract price is the first part of the determina
tion of the total estimated income for each year. The
total actual costs (the second part of the determina
tion of the total estimated income for each year) repre
sent all costs incurred from the inception of the proj
ect to the end of the current year.
The estimated total costs (the third part of the deter
mination of the total estimated income for each year)
are subtracted from the contract price to arrive at the
estimated total income. The estimated total costs con
sist of the actual costs to date and the estimated costs
to complete the contract and would generally change
each year.
The income recognized in the first year would be the
percentage of the actual costs to date to the estimated
total costs multiplied by the estimated total income.
The income recognized in the second (third) year
would be the percentage of the actual costs to date
to the estimated total costs multiplied by the estimated
total income less the income already recognized in the
first (first and second) year.

b . Consistent use of accounting principles from one ac
counting period to another enhances the utility of finan
cial statements to users by facilitating analysis and
understanding of comparative accounting data. There is
a presumption that an accounting principle once adopted
should not be changed in accounting for events and trans
actions of a similar type. The presumption that a com
pany should not change an accounting principle may be
overcome only if the company justifies the use of an alter
native acceptable accounting principle on the basis that
it is preferable.
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Accounting Theory
Answer 4 (10 points)
a. 1. Goodwill does not arise and, therefore, should
not be reported if the business combination is accounted
for as a pooling of interests. The recorded assets and
liabilities of the separate companies generally become the
recorded assets and liabilities of the combined corporation.
However, goodwill should be reported if the
business combination is accounted for as a purchase.
2. All identifiable assets acquired, either individually
or by type, and liabilities assumed in a business combina
tion, whether or not shown in the financial statements of
Moore, should be assigned a portion of the cost of Moore,
normally equal to their fair values at date of acquisition.
Then, the excess of the cost of Moore over the sum of the
amounts assigned to identifiable assets acquired less
liabilities assumed should be recorded as goodwill.
3. Minority interest should be reported whether the
business combination is accounted for as a purchase or
a pooling of interests. The amount of minority interest
reported would be the same whether the business com
bination is accounted for as a purchase or a pooling of
interests.
b. 1. Consolidated financial statements should be
prepared in order to present financial position and
operating results in a manner more meaningful than in
separate statements.
2. The usual first necessary condition for consolida
tion is control as evidenced by ownership of a majority
voting interest. Therefore, as a general rule, ownership
by one company, directly or indirectly, of over fifty per
cent of the outstanding voting shares of another company
is a condition necessary for consolidation.
3. Consolidated financial statements should be
prepared whether a business combination is accounted for
as a purchase or a pooling of interests. Control exists and
is independent of the method of accounting used.
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Examination Answers — M ay 1986
Answer 5 (10 points)
•
a. The 11% term bonds were sold at a discount (less than
face value) because the effective annual interest rate (yield)
of 12% was higher than the stated interest rate of 11%.
The bonds provide for the payment of interest of 11%;
however, this rate was less than the prevailing or market
rate for bonds of similar quality at the time the issue was
sold. Therefore, the market value of the bonds at the date
of sale must be less than face value so that investors may
receive the effective annual interest rate (yield) on their
investments.

•

A current liability, accrued interest payable, would
be presented in a balance sheet prepared immediately after
the term bond issue was sold for accrued interest received
for October 1985. At December 3 1 , 1985, the accrued in
terest payable would include accrued interest received for
October 1985 and accrued interest for November and
December 1985.

b. In a balance sheet prepared immediately after the term
bond issue was sold, a noncurrent liability, term bonds
payable, would be presented at an amount equal to the
face value of the bonds less the discount. At December
3 1 , 1985, a noncurrent liability, term bonds payable, would
be presented in the balance sheet at the face value of the
bonds, less the unamortized discount. Therefore, the
amortization of bond discount for November and
December 1985 would increase the amount of term bonds
payable, net of discount.
The bond issue costs incurred in preparing and sell
ing the bond issue could be presented in one of three ways
in a balance sheet prepared immediately after the term
bond issue was sold:
•
•
•

c. 1. Bond discount for bonds sold between interest
dates should be amortized over the period the bonds will
be outstanding, that is, the period from the date of sale
(November 1 , 1985) to the maturity date (October 1 , 1990).
2. The straight-line method of amortization provides
an even dollar amount of amortization each year allocated
over the period the bonds are outstanding. The interest
method of amortization provides for an increasing dollar
amount of amortization each year.
3. The interest method of amortization is preferable
to the straight-line method because it provides a constant
interest rate when applied to the increasing carrying value.

Noncurrent asset, deferred charge
Reduction of the noncurrent liability, term bonds
payable
Not presented in balance sheet (expensed as incurred
in 1985).

d . The proceeds from the sale of the 9% nonconvertible
bonds with detachable stock purchase warrants should be
accounted for as paid-in capital and long-term debt.
Because the detachable stock purchase warrants are
equity instruments which have a separate fair value at the
issue date, the portion of the proceeds allocable to the
warrants should be accounted for as paid-in capital.
Because the bonds are debt instruments, the remainder
of the proceeds, including the premium, should be ac
counted for as long-term debt.

At December 3 1 , 1985, the bond issue costs could be
presented in one of three ways:•
•

December 1985 would decrease the amount of the
deferred charge.
If the bond issue costs were presented in the balance
sheet as a reduction of the noncurrent liability, term
bonds payable, the amortization of bond issue costs
for November and December 1985 would increase the
amount of the term bonds payable, net of discount.
If the bond issue costs were expensed as incurred in
1985, there would be no effect from the date the term
bond issue was sold to December 31, 1985.

If the bond issue costs were presented in the balance
sheet as a noncurrent asset, deferred charge, the amor
tization of bond issue costs for November and
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IN D EX — QUESTIONS
HOW TO USE THIS INDEX: This index presents examination question number references for the four sections of the CPA
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section has
been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right hand column are designated as follows: The question numbers are followed by a dash
and the page number in this book. The letter M following question numbers indicates a multiple choice item. For example, the
reference 17M-4 means multiple choice item number 17 on page 4; the reference 5-14 means essay or problem number 5 on page 14.
Note that, in the Accounting Practice section, no disctinction has been made between parts I and II.

Accounting Practice — Content Specification Outline
I.

Presentation of Financial Statements or Worksheets.
A.
B.
C.
D.
E.

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With Generally Accepted Account
ing Principles.
A.
B.
C.
D.
E.

III.

Cash, Marketable Securities, and Investm ents.............lM-2,2M-2,3M-2,5M-3
Receivables and A ccruals............................................... 6M-3,7M-3,9M-3
Inventories ......................................................................... 4M-2,10M-3,12M-4
Property, Plant, and Equipment Owned or Leased ....13M-4,15M-4,16M-4,17M-4,19M-5,20M-5
Intangibles and Other A ssets..........................................8M-3,11M-3,14M-4,18M-4

Valuation, Recognition, and Presentation of Liabilities
in Conformity With Generally Accepted Accounting
Principles.
A.
B.
C.
D.
E.
F.

IV.

Balance S h e e t.................................................................... 4-11,5-12
Income Statem ent..............................................................5-12
Statement of Changes in Financial P o sitio n ................
Statement of Owners’E q u ity ........................................... 4-11
Consolidated FinancialStatements or W orksheets.......

Payables and A ccruals.................................................... 9M-17,14M-17,22M-5,23M-5,25M-6,26M-6
Deferred Revenues........................................................... 15M-18
Deferred Income Tax Liabilities.................................... 16M-18,19M-18,28M-6
Capitalized Lease L iability..............................................18M-18,21M-5
Bonds P ay ab le..................................................................8M-17,17M-18,20M-18,24M-5,31M-7,37M-7
Contingent Liabilities and Com m itm ents.................... 7M-17,29M-6

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With Generally Accepted
Accounting Principles.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S to c k ....................................... 4-11
Additional Paid-in C a p ita l..............................................4-11
Retained Earnings and D ividends..................................4-11
Treasury Stock and Other Contra A ccounts............... 4-11
Stock Options, Warrants, and R ig h ts...........................4-11
Reorganization and Change In E n tity ...........................
Partnerships ......................................................................
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Index

Accounting Practice — Content Specification Outline (cont.)
V.

Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to Generally Accepted Accounting
Principles.
A. Revenues and G a in s......................................................... 27M-6,30M-6,32M-7,33M-7,34M-7,35M-7,36M-7,
38M-7,39M-8,40M-8,53M-10
B. Expenses and L osses........................................................42M-8,43M-8,44M-8,45M-8,46M-9,47M-9,48M-9,
54M-10,55M-10,56M-10,60M-11
C. Provision for Income T a x ................................................49M-9,50M-9
D. Recurring Versus Nonrecurring Transactions and
Events ................................................................................. 41M-8,59M-11
E. Accounting C hanges......................................................... 57M-10,58M-10
F. Earnings Per S h a re .......................................................... 51M-9,52M-9

VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.

Disclosures in Notes to the Financial Statem ents........
Accounting Policies...........................................................
Nonmonetary T ransactions............................................. 11M-17
Interim Financial Statem ents.......................................... 12M-17
Historical Cost, Constant Dollar Accounting, and
Current C o s t...................................................................... 1M-16,10M-17
Gain Contingencies............................. .............................
Segments and Lines of Business..................................... 2M-16
Employee B enefits............................................................
Analysis of Financial Statem ents.................................... 4M-16,5M-16,6M-16
Development Stage Enterprises.......................................
Personal Financial Statements ........................................ 3M-16
Combined Financial Statem ents...................................... 13M-17

VII. Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.

Nature of Cost Elem ents.................................................
Process and Job Order C osting......................................22M-19,25M-19,28M-19
Standard C osting............................................................... 23M-19,24M-19
Joint and By-Product Costing, Spoilage,
Waste, and S c ra p ............................................................. 21M-18,36M-20,39M-21
Absorption and Variable C o stin g .................................. 26M-19
Budgeting and Flexible Budgeting...................................
Breakeven and Cost-Volume-Profit A nalysis............... 27M-19,29M-20,30M-20
Capital Budgeting Techniques.........................................33M-20,34M-20,35M-20
Performance A nalysis....................................................... 37M-21,38M-21
Other ...................................................................................31M-20,32M-20, 40M-21
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Accounting Practice — Content Specification Outline (cont.)
VIII.

Not-for-Profit and Governmental Accounting.
A. Fund A ccounting..............................................................5-27
B. Types of Funds and Fund A ccounts............................ 5-27
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations........
D. Various Types of Not-for-Profit and
Governmental Organizations........................................... 5-27

IX.

Federal Taxation — Individuals, Estates, and Trusts.
A. Inclusions for Gross Income and Adjusted Gross
Income ................................................................................41M-21,42M-21,45M-21,49M-22,52M-22
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